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PROBLEM of the

I

MONTH
Can
You
Solve
It?

The total sales of a business for one year amount to $1,704,140,
all of which are charge sales.
Customers are uniformly allowed 2% cash discount on all bills
paid on or before the 10th of the month following the one in which
they were billed.
The average time taken by cash discount customers is twenty-five
days, while the average time taken by customers who do not take
advantage of the cash discount option is seventy-three days.
The cash discounts allowed to customers during the year amount
to $20,337.80.
Compute the approximate amount that should be owing by
customers as at the close of a month, exclusive of uncollectible
sales of prior months not charged off.
Note: In solving this problem base all calculations on a month of 30 days and a year
of 360 days.

Build Now for the Future
You may safely take history for your guide; America
always has emerged from depressions to attain
greater prosperity than ever before enjoyed. History
will repeat, and when it does, the demand for
Accountancy-trained men will exceed that of any
previous period.
Employers appreciate the value of a man who is
training himself, knowing that such a man makes
himself more valuable the further he gets into his
training.

Accountancy training at this time provides two
things; job insurance for today, and promotion for
tomorrow. The man who fails to realize this is going
to find himself in much worse position with the
return of normal times because he will be in com
petition with a larger number of trained men.

Hundreds of successful, highly paid senior and
junior executives owe their positions of responsi

Send Us Your
Answer and We
Will Send You
Our Standard
Solution

bility to Walton training. Fit yourself for an enviable
place in the business world by enrolling now in

Walton Courses In
Constructive Accounting—Advanced Accounting & Audit
ing— Cost Accounting — Business Late—Federal Income
Tax Accounting—Mathematics of Accounting and Finance
— C.P.A. Coaching

(Subjects May Be Taken Separately)
The outstanding successes of Walton trained men
prove that you can make accountancy your founda
tion for greater opportunity. Nearly 1,200 of them
have qualified in C. P. A., C. A. and American
Institute examinations. Walton students have won
twenty-two high honor medals in Illinois C. P. A.
examinations. For nine consecutive years Waltontrained men won special distinction in American
Institute examinations.

"The Walton Way To A Better Day"
Send coupon today for this inspiring, 136-page book full of facts and
figures proving the superiority of Walton methods. It is FREE.

Day and Evening Classes and Home Study Instruction
Thomas B. Gill
B.E.
Secretary

WaltonSchool
- of
Commerce -

388-398 McCormick
Building
Chicago

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 388-398 McCormick Building, Chicago, Illinois
Without obligation on my part, please send me a copy of “The Walton Way to a Better Day,” and suggestions as to what you can
do to help me advance in the business world.

Name..................................................................................................

Home Study Instruction
□

□ Resident Day Classes
□ Resident Evening Classes

Occupation.................................................................................. Age................................
When writing to advertisers kindly mention The Journal
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A real
adding machine

FRAUD
ITS CONTROL THROUGH
ACCOUNTS
BY

George L. Bennett, ph.d., ll.m.,
c.p.a .

Nearly every FRAUD can he prevented

fits in a desk drawer
ERE is a new listing and adding machine
worthy of the famous name Remington
... so small it takes less desk space than
ordinary letterhead. You carry it in one hand
from one department to the other; if necessary
from office to home.

H

Just look at these features:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Weighs only 11 pounds.
Fits in a desk drawer.
Lists and adds.
Simplified multiplication.
Capacity up to $10,000,000.00.
Visible adding dials.
Speedy 10-key keyboard.
Convenient correction key.
Light, fast handle pull.
Automatic ribbon reverse.

A masterpiece of mechanical excellence
Just the machine you’ve been waiting for . . .
ideal for the small business, the traveling audi
tor, the professional man, the large business
where machines are needed on many desks. Sec
it; compare for yourself. Phone our office today.
(Consult classified directory in your local telephone book)

New Remington Portable
Adding Machine

hy precaution. Internal check locks the door
hefore the horse is stolen. It minimizes ac
counting errors and generally leads to
prompt detection of emhezzlement.
America loses through fraud every year
over $2,000,000,000. Nine-tenths of this
can he saved hy internal check adequately
applied.
“Fraud, Its Control Through Ac
an counts,” by (i. E Kennett, assembles
information about internalcd check and
describes briefly hut comprehensively ac
counting methods which have proved ef
fective in the war against carelessness
and crime.
This book was selected hy the American
Institute oj Accountants for publication
because of its great importance. Controllers,
bookkeepers, business executives and man
agers and professional accountants will
find this hook of interest and value.
Price $1.50

132 pages

American Institute Publishing Co.

Accounting Machine Division

Remington Rand Inc., Buffalo, N. Y.

135 Cedar Street, New York

Branches in all Principal cities

When writing to advertisers kindly mention The Journal of Accountancy
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Now Ready—an entirely new tax manual by

Robert H. Montgomery

Federal Tax Handbook
— Revenue Act of 1932 —
Corporation Income Taxes—Gift Taxes
Individual Income Taxes—Excise Taxes
Estate Taxes—Miscellaneous Taxes

Comments, counsel, and specific rec
ommendations regarding application
of each tax imposed — procedure to
be followed under it—probable inter
pretation of doubtful provisions.

The Tax Book for Accountants
ITH the new tax law in force, help such as this
new manual by Mr. Montgomery offers is of
unusual importance.
The Revenue Act of 1932 contains entirely new taxes
in addition to a general revision of the income and
estate tax laws, designed to prevent reductions of these
taxes by various ways previously regarded as perfectly
legitimate. These new provisions, particularly in the
income tax law, have had no counterparts in recent
years. In a number of cases, their constitutionality will
undoubtedly be contested.
In other words, in preparing tax returns you are
under the necessity, not only of acquainting yourself
with new taxes and a new procedure, but of providing
protection against overpayments under provisions
which may be held invalid.

W

Interpretation, not Compilation
Montgomery’s new Federal Tax Handbook pro
vides a trustworthy analysis of the law and its applica
tion — including Treasury rulings, court and Board of

The Personal Work of an
Outstanding Authority
H. MONTGOMERY is eminently qualified
to offer counsel of the type this Handbook represents.
ROBERT
For years he has made a special study of tax legislation.

Today he stands as one of America’s very highest authori
ties in the field.
He is a Certified Public Accountant; Counsellor-atLaw; Member of the firm of Lybrand, Ross Bros. &
Montgomery; Editor of the Financial Handbook; author
of Auditing, of Federal Tax Practice, and of Income Tax
Procedure, 1917-1929.
His counsel in this new Federal Tax Handbook
combines the viewpoints of the lawyer and the accountant.

Tax Appeals decisions — which will guide you at every
step and enable you to protect your clients or em
ployers against excessive or invalid exactions.
Mr. Montgomery interprets into plain, positive
recommendations of procedure the whole 1932 law as it
applies to all the taxes contained — income, estate,
gift, excise. Questionable provisions or rulings are
discussed frankly, with the author’s personal comments
and suggestions as to the position to take and the
course to follow. All through the book you get, together
with your tax information, suggestions on the account
ing procedure that will satisfy the requirements of the law.

Order Your Copy Now
THE price of this 1000-page Handbook complete is only
$7.50 — the very minimum outlay for the very maximum of
information.
You want the protection this book affords as soon as possible.
Copies will be shipped out in the sequence in which orders are
received. For your own advantage, won’t you fill out the order
form below and mail it now?

For Use Now and All Through the Year
T IS extremely important for you to settle as soon as
possible the disposition of transactions during this
current calendar year which are taxable in returns filed
under the 1932 law
This means, of course, that you will have to anticipate
the probabilities as to the position the Treasury is going
to take on the many new provisions — including the new
taxes — and decide on a course of action before Treasury
regulations are out.
If you have a tax practice, you should advise your
clients to consult you now so that you can go over their
tax situations with them and see that every transaction
is being handled most economically from the tax stand
point. If you are privately employed, you should begin
at once to check over your company’s affairs with the same
purposes in view.
Whichever your case, you will find Montgomery’s
Federal Tax Handbook a priceless timesaver.

I

The Ronald Press Company, Dept. M538
15 East 26th Street, New York, N. Y.
Send me a copy of Montgomery's Federal Tax Handbook.
Within five days after its receipt, I will send you the price,
$7.50. Or, if the book is not satisfactory, I will return it to you.

Name..................................................................................................
(please print)

Position
Firm................................................. or Title.....................................
Business Address.............................................................................

City................................................. State.......................................
When writing to advertisers kindly mention The Journal or Accountancy
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Revised Edition!

pathfinder

-------

Audit
Report
Covers

The Pathfinder Line
of accountants supplies now includes a complete
range of Audit Report Covers from inexpensive
paper (two piece or one piece, bellows fold), to
imitation leather, genuine cowhide or pigskin.

Audit Report Sheets

Newlove’s

C.P.A.Accounting
Theory, Auditing and Problems
A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.....................
Florida..........................
Illinois...........................
Indiana.........................
Massachusetts.............
Michigan......................
Missouri.......................

39
26
42
25
20
23
26

For the accountant’s typed audit report, Path
finder Standard Report Sheets are recommended.
White Bond—Pen ruled borders—Rounded corners.
Samples or prices of Sheets and Covers upon request.

Charles R. Hadley Company
General Offices: Los Angeles, California
Seattle
Portland
Sacramento

San Francisco

pathfinders
IN

LOOSELEAF

Detroit
New York
Atlanta

SYSTEMS

New Jersey................... 16
New York..................... 60
Ohio............................... 24
Pennsylvania................ 31
Washington................... 33
Wisconsin...................... 18
Other States................. 572

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV solves problems in Volume III.
Time allowances are given so problems may be
solved under C. P. A. conditions.
A Golden Opportunity
This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

FREE EXAMINATION COUPON

NEWS
Concise reports of current
events affecting accountants
appear in the Bulletin of the
American Institute of Accountants - a monthly news
magazine of accountancy.

THE WHITE PRESS COMPANY, INC.
Departmental Bank Bldg., Washington, D. C.

You may send me on 5 days* approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

Signed.............................................................. .............................
Street...............................................................................................

$1.00 A YEAR

AMERICAN INSTITUTE
PUBLISHING CO., INC.

City.................................................................................................
135 Cedar
(Sent on approval only in U. S. and Canada)

Street, New York

Write for Illustrative Circular

When writing to advertisers kindly mention The Journal

of
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New

What Shall I Do
When—?
Every professional man must ask
himself: What shall I do when this
happens or when that is requested?

Ethics of a Profession consists of
159 pages. The subjects specifically
discussed are the following: Going
into Practice, Offices, Partners,
Branch Offices, Incorporation, The
Accountant’s Place in the Com
munity, Soliciting, Advertisement,
The First Client, Fees, Contingent
Fees, Commissions, Bidding, Se
crecy, Prophecy, Name, Clients,
Staff, Language.
The most important considera
tion of every reputable accountant
should be the proper practice of his
profession; consequently a brief text
upon the general subject of ethics is
a useful addition to every account
ant’s library and constitutes a help
ful companion, especially for begin
ners in the field.
In Ethics of a Profession the opin
ions of leaders in accountancy are
summarized and presented in clear,
concise language.

Bound in Cloth, $1.50

revised
Third
Edition

Principles of Auditing
By Eric L. Kohler
Formerly Professor of Accounting, Northwestern
University School of Commerce

and Paul W. Pettengill
Lecturer in Accounting, Northwestern University
School of Commerce
475 pages, 5½ x 8, $5.00
STANDARD work on audit practice, explaining

how the auditor proceeds in determining
Athejustfinancial
condition and earnings of a business for

its officers or directors, partners or stockholders,
bankers or investors. This edition, which is a thor
ough revision, includes 305 problems and questions,
and a set of 88 working papers comprising a complete,
practical auditing problem. The book will serve well
as a minimum standard of procedure for public
accounting offices.

Principles of Accounting
By Eric L. Kohler, and Paul L. Morrison, Assistant
Professor of Finance, Northwestern University School of
Commerce; Assistant to Vice President and Comptroller,
Middle West Utilities Co. Second Edition, 507 pages,
5½ x 8, illustrated, $4.50

This book is designed to give a real working knowl
edge of accounting within a single volume. Through
out, the authors keep to the front a typical business
enterprise as the accounting unit and show exactly
how to handle each business transaction from start to
finish according to the best standards of accounting.

Examine these books for 10 days FREE
McGraw-Hill Book Co., Inc., 330 W. 42nd St., N. Y. C.

Send me the books checked below, postpaid, for 10 days’
free examination. I will pay. for or return them within 10
days of receipt.
□ Kohler and Pettengill — Principles of Auditing, $5.00

□ Kohler and Morrison — Principles of Accounting, $4.50

American Institute
Publishing Co., Inc.
135 Cedar Street
NEW YORK

Name.........................................................................................
Home Address..........................................................................

City and State...........................................................................
Position.....................................................................................

Name of Company.................................................. J.A.
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LOOKING FORWARD TO EXAMINATION

EXAMINATION QUESTIONS
1927-1931 (Inclusive )
Examinations conducted by the American Institute of Accountants and by state
boards of accountancy are of vital interest to hundreds of potential candidates. Every
man expecting to take an examination wants to know the nature of the test to which
he will be subjected.
No two examinations are alike in detail, but the manner of presentation of funda
mental subject matter must be similar in all papers. Therefore the best way to prepare
for future examinations is to review those of the past.
The latest edition of questions of the Institute and the thirty-seven cooperating
boards from May, 1927, to November, 1931, inclusive, is issued by authority of the
board of examiners of the Institute.
The volume is cloth bound, consists of 265 pages and contains a comprehensive
index. The price is $2.00 delivered in the United States.

and

UNOFFICIAL ANSWERS
TO THE EXAMINATION QUESTIONS OF THE AMERICAN
INSTITUTE OF ACCOUNTANTS
By H. A. Finney, H. P. Baumann and Spencer Gordon
For many years there has been insistent request for the publication of official
answers to the Institute’s questions, but it has been and remains a fundamental
principle of the Institute’s board of examiners that no official answers shall be
made known.
The present volume does not contain official answers, but rather the expression of
the well weighed opinion of excellent authorities as to what constitutes a compre
hensive answer to each of the questions asked during the five-year period ended in
November, 1931. It seems fairly safe to assume that any candidate who offered
answers equal to those which appear in this book would pass with high honors.
The book does not contain the problems and questions themselves but merely
solutions and answers. By this plan of separation the volume of questions and the
volume of answers can be used independently for class-room and other purposes and
the work of instructors will be simplified and rendered more effective.
The volume of answers is cloth bound, consists of 420 pages and the price is $3.00
delivered in the United States.
Both volumes are published for the American Institute of Accountants

-------------------------------------------- by------------------------------------------------

AMERICAN INSTITUTE PUBLISHING COMPANY, INC.
135 CEDAR STREET, NEW YORK
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Why

we believe in the
Accounting Profession

hree generations of experience in the manufacture of busi

ness record equipment breed a healthy respect for the
T
professional accountant.

Our business has grown alongside that of the accounting
profession. To the advancement of business record-keeping we
have contributed our share, and more, of those purely mechani
cal improvements which give the accountant wide scope for his
ingenuity. But the general adaptation and use of improved de
vices have always been directly traceable to the growing influ
ence of the expert accountant, and we believe that they always
will.
Believing this, it is our policy to encourage the final users of
our equipment and supplies to avail themselves of the construc
tive advice of professional accountants as a measure of economy
and efficiency.
We sell through the stationer only. He is to the accountant as
the druggist is to the physician.
But we believe in keeping the accounting profession amply
supplied with all necessary data on the specifications, construc
tion and price of our equipment.
Our new loose leaf catalog is now ready
for distribution. Your copy will be
mailed on receipt of the coupon below

National Blank Book Company
Dept. Y7

VII

Holyoke, Mass.

Please send me without obligation a copy of your
latest catalog.

Name.....................................................................................................................
Firm.......................................................................................................................
Address.................................................................................................................
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Announcing
THE

INTERNATIONAL

TABULATING

BUREAU

SERVICE

........................ that offers an economical

plan

for

accounting

preparing

and

statistical reports...................................
AS a further step in helping business and industry save time and money, the
International Business Machines Corporation recently established a

tabulating service bureau with operating offices in all principal cities.

THE purpose of the bureau is two-fold. It enables non-users of International

Electric Tabulating and Accounting Machines (Hollerith) to secure the
benefits of the Electric Accounting Method by having all or part of their

accounting and statistical work done at a central office on our accurate,

high-speed machines. And it furnishes users of this equipment with a
means of having excess work done either at our central offices or in their
own tabulating departments by operators from our service bureau.

RATES are reasonable. The service is available on a monthly, daily, or
hourly basis. A job of any size can be handled. Confidential treat

ment of data is guaranteed.
WRITE or phone for detailed information regarding the accurate, rapid, and

economical service this bureau renders.

International Business Machines Corporation
International Electric Tabulating and Accounting Machines . . . International Time Recorders and Electric Time Systems
International Industrial Scales . . . Dayton Moneyweight Scales and Store Equipment

Canadian Division
300 CAMPBELL AVE., W. TORONTO, ONT.

General Offices
270 BROADWAY, NEW YORK, N. Y.
OFFICES

AND

SERVICE

STATIONS

IN

ALL

PRINCIPAL CITIES OF THE WORLD

When writing to advertisers kindly mention The Journal of Accountancy
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How this training
meets the needs of the individual
NE of the interesting fea one-half his lessons to cover
tures of the course in subjects pertaining to work in
Accounting offered by the which he is most interested.
International Accountants
This elective feature enables
Society, Inc., is its wide the student to progress di
range of selectivity, which rectly to a specific goal. After
affords the student specialized attaining his goal, he can
broaden his knowledge by
instruction.
The chart shows how the proceeding with the study of
student can select more than the remaining subjects.

O

Upon request, we will gladly send our booklet, "How to Learn Accounting,” to anyone who is interested in obtaining full information
regarding I. A. S. training. Address the International Accountants
Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

International
Accountants Society, Inc.
A Division of the

ALEXANDER HAMILTON INSTITUTE
When writing to advertisers kindly mention The Journal

of

Accountancy
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THESE FOLDERS ARE HELPING
EFFECT NEW ECONOMIES
IN ACCOUNTING
Burroughs offers to send—without charge—any or all of the
folders listed on this page. Accountants, especially, will
find them helpful in adjusting accounting procedures to
meet present conditions, and to effect savings in accounting
costs through the new machine operations described.
ACCOUNTS RECEIVABLE

PURCHASE AND PAYMENT

DISTRIBUTION

1

Ledger, Statement, Proof—all
originals—in one operation,

10

Purchases, Statistical, Sales,
pense, Labor, Materials.

2

Unit Plan. Statement, Ledger
and Proof Journal in one
operation,

11

Sales or Purchases — Cost and
Selling Price by Departments.

12

Sales, Labor, Material, Expense
to Unit Accounts.

13

Listing, Classifying and Totaling
Amounts in one run.

14

Consolidating and Posting
Branch House Expense and
General Ledgers.

15

3

Unit Plan. Itemized Statement
and Skeleton Ledger in one
operation.

4

Balance analyzed by Months and
Total Sales to Date on Each
Account. Ledger, Statement and
Proof in one operation.

5

Statement, Ledger and Full
Width Proof Journal written in
one operation.

6

Ledger posted, Journal written,
Sales distributed in one operation.

19

Remittance Advice, Departmen
tal Purchase Record, Register of
Approved Invoices posted in
one operation.

20

Maturity Record, Departmental
Purchase Record, Built-up
Voucher, Audited Invoice
Register, Check and Check
Register. Two or more related
records written in one operation.

21

Remittance Advice, Purchase
Distribution Ledger and
Voucher Register posted, and
Controls established in one
operation.

Requisition extended and Ledger
posted in one operation.

22

16

(1) Daily Balances of Stores on
Hand, Available and Reserved
(2) a Perpetual Inventory of
Quantity and Value.

Pay
Check
(or Pay Envelope),
Employee’s Statement, Payroll
Sheet and Individual Earnings
Record—in one operation.

23

17

Production Control Records:
Daily Control of Orders in Pro
cess, Stock Record and Sales
Distribution as By-products.

Payroll Sheet, Pay Check, Wage
Card in one operation. Amounts
electrically computed at time
of writing.

24

Extending Time Tickets and
posting Earnings Record in one
operation.

25

Employee’s Time Sheet calcu
lated and Unit Posting Media
created in one operation.

STORES RECORDS

BILLING

7

Invoices written, calculated and
totaled in one operation.

8

Invoices written, calculated, to
taled and Cost Price (or Commis
sion) figured at one operation.

9

Invoice written and calculated,
Ledger and Statement posted
with one handling of media.

Ex

PAYROLLS

GENERAL ACCOUNTING

18

Combining all types of accounting
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EDITORIAL
We invite the attention of readers to
the importance of articles appearing
elsewhere in the current issue of The
Journal of Accountancy. These consist largely of addresses
made at the meeting of the American Institute of Accountants
which took place at Kansas City on October 18th and 19th. Mr.
Andrews’ paper, on the subject of the selection of auditors and
compulsory audit, is an important contribution to the discussion
which is taking place throughout the country upon the desirabil
ity of reform and the supersession of the American system of
appointment by the practice of election by shareholders. Mr.
Andrews’ arguments will be found instructive. The paper by
George O. May entitled “Influence of depression on the practice
of accountancy” is another highly important contribution to the
literature of the profession. It analyzes thoroughly and explic
itly some of the factors which are often ignored and it reviews the
great success which is attending the efforts of the New York
Stock Exchange and a committee of the American Institute of
Accountants to bring about better exposition of fact. One who
reads this paper will almost inevitably be brought to the con
clusion that if the depression has wrought immense harm it has
also wrought no little amount of good in that it is enabling us
better to estimate fundamental values.
Important Papers on
Accountancy
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A correspondent asks for advice on a
point which he classifies as of ethics. It
seems that he recently met a former
client who expressed some astonishment at seeing him. The
conversation was somewhat as follows:
“Why, how do you do, Mr. Accountant? I have not heard
from you for a long while and I thought you must have gone out
of practice or left town. You have not called upon me.”
“I have not called upon you, Mr. Client,” replied the ac
countant, “because I had nothing upon which to make any
report. I had not been retained by you and I failed to see why
I should have called upon you.”
“Many other accountants have called upon me,” said Mr.
Client. “They are not doing anything for me, but they like to
keep themselves within the range of vision. When people do
not call upon me I naturally conclude that they have no special
wish to undertake any of my work.”
“Now,” says the correspondent, “what is one to do? It
seems to me repugnant to all sense of professional ethics that a
man should be expected to call upon business men when there is
no business to be done; and yet here is a former client—and a
good one—who seemed to feel that he had a real grievance against
me because I did not visit him. What is the answer?”

Calling Upon the
Parishioners

It is difficult to understand the process
of reasoning which animated the client
in this incident. He would not expect
his lawyer to call upon him every week or month in the hope of
being retained for some litigation or other professional service.
He would not expect his family physician to drop in one evening
a week in the hope of finding somebody ill. He would not forget
the identity of either physician or lawyer simply because he had
not seen him. And yet it is true that there are a good many
clients who labor under the mistaken belief that the accountant
should be expected to make social calls at more or less
regular intervals, very much as a commercial traveller would
call upon his customers whether there were any orders or not.
It certainly does not add to the dignity of the profession to be
placed in the category of the tradesman who calls each morning
by telephone or in person to see how many oranges or packages
of oatmeal will be required during the day. There are hundreds
of business men who feel that the auditor or accountant engaged
in public practice should dance attendance in the hope of benefits
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to come. This does not keep the profession on the plane which
it should occupy. It seems to infer that the client is bestowing
a favor on the accountant whom he engages. As a matter of
fact the position should be reversed and often is reversed. The
client should feel that the accountant can render a service far
more valuable to him than the fees which the accountant will
receive. The trouble has been in the past that the accountant
has been apt to overlook the very important question of dignity.
Dignity, of course, may become perfectly ridiculous, if carried
to the point of priggishness, but there is no earthly reason why
any professional man should be expected to run around from
office to office in the vague hope of something turning up. Of
course the reputable accountants do nothing of the sort, but
there is a large number of men who honestly believe that they
can retain their clients only by acting somewhat in the capacity
of a companion. Companions are excellent people and their
services of inestimable value, but they are not practising a
profession. On the client’s side there is nothing to be said in
favor of the calling-for-orders system. A man who is in business
presumably has enough work to occupy his time and cares not for
idle conversation. Every man in business can imagine an ideal
state of affairs wherein no one who had nothing to do would call.
Every office finds its time sadly frittered away by purposeless
conversation. If a man has business to transact, let him come in,
tell his story, receive his answer and depart. (If any one of those
four steps be omitted let it not be the last.) Every business man
might put upon his desk the motto, “Speak briefly and go
quickly.” We can not conceive that any busy man would care
to have an accountant or any other person calling upon him
simply to maintain acquaintance. There has, however, been a
great change and the accountant is gradually raising himself to
the position where he belongs and the client is beginning to
understand what that position signifies. If only the little fellows
with their keen desire to please would stop trying so hard to
please, we should hear no more of the questions which the present
correspondence has brought before us.

The audit of state, county and munici
pal accounts is a matter of increasing
interest to accountants in many parts
of the country, and, although this branch of accountancy has
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never been highly lucrative, it has some attractive features, and
as time goes on the participation of professional public account
ants in the work will probably increase. The whole field of
what might be described as governmental accounts has been
rendered unattractive to reputable accountants because of the
decision (in some cases required by law) to engage accountants
who offer the lowest bid for the work to be done. Of course,
all bidding for professional work is deplorable, but there are many
good accountants who have felt that it was better to bid than
not to have the work properly done. Naturally they have made
their bids in the hope of obtaining an engagement out of which
they expected to derive monetary benefit or some degree of
publicity which would be helpful to them in their other activities.
It must be admitted that much of the work that has been
done by accountants, after obtaining engagements which have
been offered to public competition, has not been satisfactory.
It is one of the inevitable conditions of all competitive bidding
that there shall be a temptation to lower the standard of the
article supplied or the quality of the service rendered when it is
found that the price will not be sufficient to yield a decent profit
or perhaps even to repay the actual outlay. Partly as a result of
these conditions there seems to be at the moment a tendency in
some states to permit almost anyone to perform audits of munici
palities and the like; and it is frankly admitted by some of the
authorities of states that there seems to be no necessity to re
strict the practice of municipal auditing to men who are qualified
as certified public accountants.

One of the most widely discussed
systems of governmental auditing is that
provided under the New Jersey statutes,
which permit registration as “municipal accountants,” and ac
cording to the strict letter of the law no consideration except the
payment of a fee of $5.00 is required. As there has been a good
deal of interest expressed in various parts of the country relative
to the situation in New Jersey, it is a pleasure to be able to quote
somewhat extensively from correspondence which passed re
cently between the commissioner of municipal accounts of New
Jersey and Herbert M. Temple, a member of the state board of
accountancy of Minnesota. Several efforts to bring about im
portant changes in the Minnesota laws led to a search for prece324
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dents in other states, and in the course of investigations conducted
by Mr. Temple he entered into correspondence with the New Jer
sey commissioner, Walter R. Darby. The questions which have
been asked by many accountants as to the practical application
of the New Jersey laws and regulations were summarized by Mr.
Temple in five questions as follows:,
“ 1. If you were to rewrite this chapter [chapter 267 of the laws of 1918
providing that on the payment of a fee of $5.00 and subscribing to specific
declarations the applicant will be declared to be a licensed municipal account
ant] would you express in the law itself definite standards of experience in
accountancy practice such as are usually prescribed for those qualifying to
take the C. P. A. examination, or
“2. Would you specify that all applicants for registration should be the
holders of a C. P. A. degree and licensed to practise as such under the laws of
the state of New Jersey? And, in addition,
“3. Would it occur to you that any other higher standard of professional
experience or qualification would be obtained by virtue of requiring that each
applicant be required to file a bond conditioned upon the faithful performance
of his duties in an amount not less than $25,000?
“4. Does the annual registration fee of $5.00 adequately cover the expense
of maintaining the registration department of your office?
“5. Would you in any manner suggest a modification or change in the
penalties to be imposed, such penalties being calculated to develop promptness
as well as a high standard of service to the public?”

The PlanExplained

The reply to these questions reads in
part as follows:

“ As a preface to the particular answers to your questions, I may say that i
has never been the purpose of those who are interested in legislation affecting
the audit of municipal accounts to confine such auditing to those holding
C. P. A. certificates in this state. In taking this position no reflection is
intended on C. P. A.’s, but the idea was to open the field to anyone who was
qualified or who could qualify as an auditor of municipal accounts in this state.
Making an annual audit compulsory by statute increases the cost of municipal
administration and in this state we have a large number of small municipalities
whose accounts are not complicated and therefore may be audited by one who
is not a C. P. A. The field was left open intentionally with the idea of re
ducing the cost of auditing municipal accounts. Along with this was the idea
that the auditor should be judged by his work and that, if he were unable
or unwilling to make an audit as it should be made, his licence would and could
be revoked or a renewal of licence denied by the commissioner of municipal
accounts.
“With the above preface, the answers to your questions as listed follow:
“1. The answer to this question might well be the practice which has been
in force for some time. Examinations are held twice a year to determine quali
fications of applicants for licences as registered municipal accountant. While
this may not be strictly in accordance with the statutes; the statute provides
that a licence may be revoked or a renewal of licence refused for any reason
which the Commissioner may deem good and sufficient. Our position is that
if this holds for an existing licence or a renewal, why does it not hold equally
for an original application? Under the original act a tremendous burden
was thrown on the department because anyone by subscribing to the statutory
declaration and paying the statutory fee was entitled to a licence. The result
was that the department was conducting a school of auditing for a nominal fee
under which an individual might go in business and charge from $15.00 to
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$25.00 per day for his services. The burden became so heavy that we had to
do something to determine the qualifications of an applicant, and since this
procedure was instituted the number of successful applicants has been materi
ally reduced. It may be proper for me to state here that the writer holds no
degrees in accountancy of any kind. Whatever I know of municipal accounts
and municipal finance has been obtained through practical experience, and I
therefore have something which no one can take from me. I do not wish to
be understood as having anything against those who hold accounting degrees,
but I maintain that municipal accounting is one of the most, if not the most,
highly specialized branch of accounting, because it has to do not only with
accounting as such but with the laws of the particular state governing munici
pal corporations, and no one can successfully audit the accounts of a municipal
corporation of any state without first acquiring the knowledge of the powers
of municipal corporations in that state, the systems of tax assessments, tax
collections, tax liens, etc., so that, no matter how much one may know of ac
counting itself, further specialized knowledge is needed in the audit of municipal
accounts. No matter how well qualified one may be as an accountant he
must have special qualifications with regard to the laws of the state in which
a particular municipal corporation is located.
“ I do not feel that the present law is all that it should be and I do feel that
the law should contain certain standards or some method to ascertain the
qualifications of an applicant.
“2. While the holders of C. P. A. certificates are presumed to know the
principles of accounting and accounting methods, these, as I view it, are not
sufficient for the reasons stated above. Our experience with C. P. A.’s leads
me to repeat the statement, which I have made many times, that many
C. P. A.’s are machine made and are capable of auditing municipal accounts
where everything is all right, that is where proper and competent records are
properly maintained, but many of them are lost when they are confronted
with situations where careful thought and analysis are required.
“3. I question whether filing a bond for faithful performance of duties
would act in any way except as perhaps a moral restraint. In order to re
cover under the bond it would be necessary to establish the fact that the duties
were not faithfully performed, which it seems to me is a rather difficult matter
to prove to the satisfaction of a court. I have no doubt, however, that re
quiring a bond would act as a moral restraint.
“4. The annual registration fee of $5.00 is not adequate. The fee should
be $25.00 a year instead of $5.00. Even this would not be sufficient to cover
the cost of checking the audits with the necessary correspondence, filing of
revisions and amendments to the audit, etc. However, it is a question of
policy as to what extent the auditors should be required to cover the cost
of such work.
“5. We have had difficulty in securing the prompt filing of audits, due to
several causes; the main one being the disposition of certain accountants to
undertake more engagements than the organization can handle in the required
time. Along with this is the fact that the fiscal year of all municipalities
and counties of the state is the same as the calendar year. The audits are
required by statute to be filed not later than the first of May following the
close of the fiscal year and thus conflicting with income-tax work. Here
again we have attacked the problem from the practical standpoint of insisting
that the auditor curtail his work, in some cases of acute procrastination issuing
a limited licence for a particular engagement, no further engagements being
permitted until the report of audit of the previous engagement has been filed.
“ I am not very much in favor of statutory penalties, particularly monetary
penalties. My reaction is that they are very troublesome and that they create
an unfavorable impression if the penalties are enforced. It is, of course, a
good thing to be able to place the burden on some one else, that is, the legisla
ture which by statute provided the penalty. On the other hand, I feel that the
responsible official should have adequate power and accept the responsibility for
seeing that the work is done as it should be done.”
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There is much in this reply of Mr. Darby
Need for Competence
Is Imperative
that can be taken to heart by account
ants everywhere. There may not be
any great solace in the thought that anybody can act efficiently
as auditor of a municipality—and we doubt if there is very sound
reason to accept such a dictum. It might be a sorry day for any
municipality which appointed “anybody” as an auditor without
qualification other than a willingness to audit. On the other
hand, many small communities which must have their accounts
audited would be unable to pay even a reasonable fee to a pro
fessional man, and perhaps the best that can be done for such
cases is to license persons who are presumably honest and have
some little knowledge of accounts to investigate the financial
affairs of small communities. It is quite well known that there
were some horrible examples of faulty or perhaps crooked re
ports rendered by municipal auditors. The ideal solution of the
whole problem would be the appointment of competent, profes
sional accountants to investigate the affairs of all governmental
units. These men should be paid their proper fees and should
not be restricted by a parsimonious policy. It would probably
pay any state to engage only the most competent men and to
give them their ordinary fees for work done. Of course, that
can not be—and so it may be found that in the long run the New
Jersey scheme is as good as any that could be devised, bearing
in mind the conditions and not only the theories that confront us.
Perhaps the standards of qualification demanded of the appli
cants for registration in New Jersey can be raised gradually until
they are sufficiently high to bar out the incompetent. It will
be many a day, however, before municipal, county and state
audits offer anything like an attractive compensation to the
professional practitioner.

The Massachusetts department of edu
The Democracy of the
cation, university extension division,
Unemployed
recently issued a bulletin upon the gen
eral subject of opportunities for unemployed persons, and one of
our readers has sent a copy of the bulletin, pointing out in par
ticular the opportunities for earning money. Under the heading
“Building a Service Route,” among others appear the following:
“Furnace and cellar route.
“Evening care of children during absence of parents.
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“Installing a bookkeeping system for small stores.
‘‘ Dog-washing route.
“Shampooing, manicuring, and finger waving.”

The bulletin then goes on to suggest methods of practical instruc
tion in these arts and sciences. Our correspondent is attracted
by the juxtaposition of auditing and dog-washing, but that is
nothing to the indicative subject of finger waving. We are a
little cloudy as to what finger waving may be, but if it has any
thing to do with a monitory gesture it may have a place in ac
counting.

While on the subject of the association
Where Accountancy
of accountancy and other things it is
Seeks Company
interesting to quote from a letter re
ceived from a subscriber in one of the Pacific coast states.
“Several days ago I had occasion to do some window shopping and was
attracted to a card in the window of a business establishment. On the card
was printed in large letters ‘ Public accountant.’ Around the card were other
signs reading, ‘Apartment for rent,’ ‘Three room modern house for sale,’
‘Notary public and conveyancer,’ ‘Automobile liability insurance,’ an adver
tisement of a steamship company, and on the window was written, ‘ Mortgage
loans, real estate, general insurance and investment bonds’.”

The correspondent who drew attention to this combination of
activities wished to know if the advertiser was a member of the
Institute. Fortunately the answer was No. However, anyone
who is familiar with British practice will recall scores of combi
nations of activity in which public accounting plays a prominent
part. Here in this country we have fortunately avoided the too
inclusive scope of work which some foreign accountants seem to
find necessary. It must be confessed that there is nothing very
impressive about a range of activities which covers everything
from accounting to insurance. Indeed there is a danger in the
combination of those two kinds of endeavor lest the accountant
at times be regarded as an insurer.
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Report of the President of the American Institute
of Accountants
*
I desire to express the pleasure that I have experienced during
the time I have been privileged to serve as your president and to
express the further pleasure at being permitted at this meeting to
turn over to my successor the mingled joys and responsibilities
attendant upon that office. The cooperation of as able a group of
men as any executive should ever wish to have has simplified the
task and has brought pleasure along with each problem. To all
these co-workers I desire to express my appreciation and my
thanks.
During the past two years I have travelled over 20,000 miles on
Institute work, and this has given me the opportunity of meeting
in many sections of the country accountants whom before I had
known only by name or reputation. Their courtesies and
friendliness will be long remembered.
During the past year I have spoken to accounting organizations
in Detroit, Milwaukee, St. Louis, Kansas City, Chicago, Norfolk
and Providence. I also had the privilege of addressing a group of
business men, accountants and bankers at Baltimore, and the
American Association of University Instructors in Accounting at
Washington. I gave the graduation address at the Benjamin
Franklin university in Washington and talked to the students of
business administration atthe university of Michigan and the uni
versity of Illinois. I also had the privilege of attending the annual
meeting of the Dominion Association of Chartered Accountants
at St. John, New Brunswick.
I do not intend in this report to mention all the specific ac
complishments of the Institute and its committees during the past
year. The various reports presented to you at this meeting
enumerate many definite accomplishments. It is needless for me
to repeat them. Rather, I would like to lay some emphasis upon
the general trend of purpose which has dictated the policies of the
last two years. In the main these have been given little publicity.
Trends seldom constitute news. Yet it is frequently true that a
steady development in specific ways is of much greater value than
individual steps which may be publicized but are only mile-posts
* Delivered at the annual meeting of the American Institute of Accountants at Kansas City,
Missouri, October 18, 1932.
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in the journey toward a definite goal. I think, therefore, that I
am correct in saying that the items of accomplishment referred to
in the various reports submitted to this meeting constitute only a
small portion of the accomplishment of the Institute.
The Institute since its organization, has centered its activities
on certain kinds of development. I desire to mention a few of
these, and I confidently believe that the work of the Institute
during the past two years has shown steady progress in them.
The problems of any profession may be divided roughly into
two groups: those that are local in nature and those that are gen
eral in their effect upon the whole profession. The Institute has
concerned itself primarily with the latter group. State and local
organizations are fully equipped to handle local problems. In
these, the Institute has shown itself always willing to cooperate,
particularly in the hope of securing uniformity throughout
various sections of the country.
During the past two years the officers of the Institute have at
tended meetings of state organizations of accountants in twenty
states and have spoken to such groups in twenty-four cities.
Similarly, the various committees have cooperated with state
societies in many problems affecting the profession in specific
localities. I think great advance has been made in developing
closer relationship between the Institute and local groups of
accountants.
The Institute since its inception has considered that one of its
primary functions lay in the developing and sustaining of high
standards for the profession. A major accomplishment in the
setting of technical standards has resulted from the grade of
examinations set by the Institute as a basis for admission of its
members and supplied to all cooperating states as the basis for
issuing certificates as certified public accountants. Because of
this, states in which practising accountants were few in number
have been enabled to present examinations unexcelled by any
state. This has been done at considerable expense to the Insti
tute. The income from this service does not equal its cost. But
the Institute takes pride in this contribution to the development
of high standards in the profession.
Our effort has also been unswerving in putting accounting
standards upon as practical a basis as possible, realizing that
accountancy is not an exact science and that the value of a theory
must depend upon its practical application. To this end, coöpera330
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tion has been sought from the leading groups which utilize the
reports of the accountants. The constant conference with
the committee of the Robert Morris Associates has increased the
understanding by accountants of what is required by bankers for
credit granting and the understanding by the bankers of the
limitations under which accountants must labor. During the
past two years this work has been extended by the creation of
cooperating committees of bankers and accountants in each of the
leading cities of the country. This phase of activity has also been
carried on through added affiliations later described.
Another important function of the Institute has been the de
velopment of a clearer understanding of accountancy by groups
not reached through the Robert Morris Associates. These groups
include not only corporate officers but a large circle of business
men directly interested in financial affairs, such men as directors
of corporations, investment bankers and governmental officers.
Perhaps the most outstanding results of this sort have come from
the cooperation with the New York stock exchange. The com
mittee on stock list is awake to the desirability and the justifica
tion of demanding treatment in accordance with sound economic
and accounting principles of many transactions that in the past
have not received such treatment. They are also eager that cor
porations shall disclose to stockholders all information requisite
to the forming of proper judgment as to the worth of corporate
securities. The cooperation of this committee with the commit
tee from the American Institute of Accountants has been and is
whole-hearted. It has resulted in the drafting by the New York
stock exchange of many new rules relating to accounting subject
matter. During the year 1932, the exchange has adopted a
policy under which corporations applying for listing of new
securities; of additional securities, or of any change in listed
securities, are asked to sign an agreement stipulating that all
financial statements filed with the exchange or sent to stock
holders shall bear the certificate of accountants qualified under
the laws of some state or country. These committees have under
consideration procedures of still greater import which may be
promulgated when they have been completely developed. These
should result in simplifying to some extent the problems now fac
ing public accountants and at the same time give to the public
additional data upon which to judge more accurately the relative
work of various listed securities.
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In the development of any profession literature covering the
various phases of its work plays an important part. The Ameri
can Institute of Accountants has already accomplished much
in this sphere. During the present year it has enlarged the scope
of this activity and is in a position to render more valuable as
sistance in the publication of needed texts upon accountancy and
related subjects.
Of importance to every profession is a proper understanding on
the part of the public of what the profession does, what its
responsibilities are and some grasp of the limitations upon its
activities. The profession of accountancy has developed so
rapidly that the understanding of the public has not kept pace
with the development. It is gratifying to know that this handi
cap is gradually being overcome. During recent months articles
discussing accountancy work have appeared in many magazines
other than those of an accounting nature. In such periodicals as
the Bankers Magazine there have recently appeared treatises upon
the accountant’s work showing a clear grasp of the subject and
appreciation of its problems. A report of a committee at the
annual convention of the Investment Bankers Association, recom
mended the appointment of a committee to cooperate with the
American Institute of Accountants. This cooperation has now
been established between a committee of the Institute and the
Industrial Securities Committee of the Investment Bankers
Association. Developments of great value to the investment
bankers, to the accountants and to the investing public are to be
expected from this affiliation. In several financial magazines and
in leading daily newspapers there have appeared editorials
regarding the work of the public accountant. Extracts from
speeches and articles by certified public accountants have been
widely quoted in the daily press. Publicity of this nature, wise
but not blatant, will prove of inestimable value to a proper
understanding of our work.
As an indication of the growing recognition that the training
and experience of public accountants qualifies them to be of great
aid in the successful solution of national and international prob
lems, the American Institute of Accountants was asked to ap
point a committee to work on certain problems facing the Inter
national Chamber of Commerce. The results of the work of this
committee met with the approval of the representatives of many
nations at Geneva. Your president was asked by the secretary of
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the League of Nations to continue this committee that it might
aid in working out further problems of international commerce,
particularly the problem of double taxation.
Committees of the Institute are constantly studying improved
methods applicable to certain phases of our professional life.
Many of these may result in the establishment of precedents. In
taking action committing the Institute to such measures, we have
always used great care to make sure not only that the proposed
action was the proper one but also to consider whether or not the
time was proper for such action. It is well, I think, to call atten
tion to the fact that as a result of this conservatism of action, the
Institute has not been guilty of putting forth any important
measures that have not been amply justified nor has it had to
revoke or reverse any such actions. This fact has helped greatly
in establishing the reputation of the Institute and has caused
added weight to be given by important business groups to its
decisions.
A constant problem of the accounting profession lies in the
development of procedures to keep pace with changing economic
conditions. It must be remembered that the fundamentals of
accountancy were built up during a period when commercial
transactions were simple and direct. Within the past few
decades the whole status of business organizations has changed.
Transactions have become complicated beyond the conception of
the business man of the 19th century. These complexities were
not scientifically planned in advance. They grew step by step as
expediency dictated. The accountant called upon to record these
operations has had to adapt the established rules to the particular
cases. As complexities grew this adaptation of simple rules has
become increasingly difficult and complicated. In the twenty
years from 1910 to 1930 there was never a pause sufficient to
allow a careful scientific devising of methods adequate to meet the
changing conditions. Any attempt at this found that before such
rules could be established business had already devised new
complications.
Cash as a basis for determining values gave place to other bases
less accurately measurable. Capital stock was issued for services
and for properties whose valuation was undeterminable. The
issue of no-par stock introduced another variable into the equa
tion whereby the determination of the value of “X” was made
more confusing. Puzzling as were the deals resulting from these
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elements they seemed the essence of simplicity compared with
those resulting from the issuing of capital stock for capital stock
and the issuing of still more stock for this stock, and so on through
the progression developed during the hey-day of holding com
panies within holding companies, reaching its climax about 1928.
Small wonder that accountants trying to record the results of
these transactions should have been extremely puzzled to find a
logical solution. Small wonder that at times there was lack of
uniformity of opinion. Other professions have faced and still
face similar problems. Learned judges try to interpret the law
in a particular case and disagree as to the interpretation. The
ruling of the majority is appealed to a higher tribunal where other
learned judges frequently disagree with the findings of the lower
court and even disagree among themselves as to the reasons for
their disagreement. Yet the law which they interpret is fre
quently a matter of statutory enactment. The accountant has
faced a more difficult task throughout these years. The laws
which he attempts to interpret as to their application to specific
transactions have not even been enacted in any set form. He has
been compelled to apply the variable laws of economics and the
fundamental bases of accountancy rules to transactions which
were beyond the contemplation of the business man or the
economist of a decade before.
Despite the failure at times of his interpretation properly to set
forth all facts, the general success of his work is an outstanding
testimonial to the basic soundness of accountancy’s principles and
to the fearless honesty of the accountant himself and to the logic
of his reasoning.
The economic chaos through which we have been passing has
brought forcibly to our attention the obligation energetically to
press forward toward such improvements as lie within the scope
of our profession and toward devising proper methods of dealing
with the new problems constantly arising as industrial and finan
cial executives continue to experiment in the laboratory of busi
ness life.
It is an honor to serve in such a profession, and to serve as an
officer of this organization.
Allow me to express my humble appreciation of that honor and
to express again to the members my deep appreciation for their
able, loyal and hearty cooperation in meeting the problems that
have arisen. In passing the responsibilities of this office to my
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successor, I can assure him from my own experience that the
apparently arduous work will become, because of this coopera
tion, merely a pleasant and enjoyable task.
Charles B. Couchman

335

Influence of the Depression on the Practice
of Accountancy
*
By George O. May
I am not one who believes that any benefit can be derived
from the mere contemplation of misfortune, and I should not,
therefore, undertake to address you today were it a question
merely of dwelling on the unfortunate immediate effects on the
profession of the unparalleled depression through which we have
been passing. I deeply regret the loss of employment by many
worthy members of our profession and the difficulties which some
of our practitioners have experienced; but I should not feel that
the depression would be worth our study unless we could derive
either some legitimate satisfaction or some instruction, or both,
from the process.
I think we can derive satisfaction from the abundant evidence
of the importance of our profession which the depression has
elicited. The numerous defalcations which have unfortunately
but naturally resulted from it have brought home the importance
of detailed audits by outside auditors in the case of those com
panies which are not of sufficient magnitude to justify the main
tenance of an adequate system of internal check. Other incidents
have demonstrated the importance of external audits in the case
of companies at the other extreme of the range: namely, those
companies which in their magnitude and importance have some
times been deemed to be above the need of auditing. I think
that in both fields we can look forward confidently to a perma
nent growth in the work of the profession as the result of this
temporary depression and that the outlook is favorable to those
carrying on efficiently either large practices or small. It is,
however, the lessons which we can learn from the depression that
I propose particularly to consider.
It is in times of stress that defects and inadequacies of a struc
ture become most readily apparent; and it has seemed to me that
it would be worth while to consider what defects in the economic
structure the present depression has revealed, and how far account
ants have any responsibility therefor or any opportunity to bring
* An address delivered at the annual meeting of the American Institute of Accountants
Kansas City, Missouri, October 18, 1932.
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about improvement in the future. Obviously, the depression
is not the resultant of any single cause but of a multiplicity of
causes. Of the many to which it has been partly attributed,
most lie in fields with which the accountant as such is not con
cerned, and this group includes those in regard to which con
troversy has been the keenest—such as the relation to the
depression of the development of intense post-war nationalism;
tariffs; war debts; the gold standard, etc. Some, however, seem
to me to relate to phases of our economic life with which the
accountant has a very direct concern.
First of all, I propose to discuss a phase of the question with
which, as chairman of your committee on cooperation with stock
exchanges, I have been much concerned in recent months. No
one doubts that one of the major contributing causes to the de
pression was the enormous volume and extravagantly high prices
which characterized the dealings in corporate stocks in the period
prior to the collapse of 1929. An outstanding characteristic
of that movement was the new emphasis laid on earning capacity
as the measure of value of such securities; and, as frequently
happens when new recognition is given to an old truth, we have
seen during periods of inflation and deflation this truth applied
in a most reckless and ill-advised manner, not only by investors,
but by many who have undertaken to advise others. Such
people were no doubt right when they argued that earning capac
ity was usually the main criterion of value. They may have been
right in their second proposition, that the fair value of securities
of a given type was a multiple—ten, or fifteen, or twenty—of
the earning capacity attached to the security. They were, how
ever, hopelessly wrong when they predicated their calculations
on the assumption that the earning capacity was fairly measured
by the past or prospective earnings for a comparatively short pe
riod, without any adequate knowledge of the way in which the
figures of earnings employed in their calculations were derived.
Nothing has astonished me more in conversations with men
fairly well versed in financial matters than their failure to appre
ciate the importance of methods of accounting in relation to cor
porate earnings and to capital values predicated on earnings.
We accountants know how varied are the methods commonly
and legitimately employed, how great the effect of a difference of
methods on the earnings of a particular short period may be,
and how erroneous may be conclusions as to capital value based
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on such earnings. An illustration may make clearer the point
I have in mind.
Let me take a simple case of one of the unemployed who joined
the apple selling rush in the winter of 1931. He started on the
first day believing that he could sell two crates of apples, which
cost him $2.00 each, at a profit of more than one hundred per cent.
At the end of the first day he found that he had sold the contents
of one and collected $5.00. The wholesale price of apples re
mained unchanged and it was quite clear to him, and it must be
to everyone else, that he had made a profit of $3.00.
The second day, however, complications arose. As a result
of the rush, the wholesale price of apples had risen to $2.25 a
crate, and at that price he bought one crate. He was also able
to increase his price slightly, and the sale of one crate produced
$5.50. Apples were still quoted wholesale at $2.25 when he
ended his day’s work, and the question arose in his mind whether
his profit for the day was $3.25 or $3.50. Looking at the matter
one way, he had $3.25 more cash than he had at the beginning of
the day, and he had one crate of apples on hand just as he had
at the beginning. Looking at it another way, the crate of apples
that he had bought that day had cost him $2.25 and was still
worth that sum, and what he had sold was the crate of apples
bought the previous day at $2.00; and as he had realized $5.50, he
had made a profit of $3.50.
The third day, the public demand for apples began to decline.
He was able to buy another crate of apples for $2.00, and the sale
of one crate produced only $4.50. To make matters worse, he
found that by the end of the day the wholesale price of apples had
fallen to $1.75. He was sorely puzzled to determine how much
profit he had made that day. He still had a crate of apples,
as he had had in the morning, and he had $2.50 more cash, so
that from this standpoint his profit was $2.50. If, however, he
took the view that what he had on hand was the crate he had
bought that day, and that what he had sold was the crate which
had cost $2.25 the previous day, his profit was only $2.25. Look
ing at it in a third way he perceived that at the close of the pre
vious day he had had a crate of apples that had cost him and
was worth $2.25; at the end of that day he had a crate of
apples which was worth $1.75 and $2.50 in cash, a total of $4.25,
so that from this standpoint his gain for the day was only
$2.00.
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He concluded that, anyhow, the business was an unsatisfactory
one, and decided to buy no more apples; and on the fourth day he
was able to sell the contents of the crate he had on hand for $4.00.
Looking back over the experience of the four days, it was clear
that he had bought four crates of apples at a total cost of $8.25
and had sold the contents for a total of $19.00, and thus had
made a total profit of $10.75. It was apparent, however, that
the profit from day to day varied according to the way in which
the stock he carried over from day to day was treated. The
only day in which the amount of profit was clear was the first day.
The following table shows the distribution of profits between days
on the different theories, which I may now describe in the terms
in which they are commonly described by accountants, to whom
all three methods are familiar:

On the basis of stating the in
ventory at latest cost, the
profit was.............................
On the basis of inventorying at
cost or market, whichever
was lower.............................
On the basic stock method
(that is, valuing stock at a
uniform price).....................

First
day

Second
day

Third
day

$3.00

$3.50

$2.25

3.00

3.50

2.00

2.25

10.75

3.00

3.25

2.50

2.00

10.75

Fourth
day Total

$2.00 $10.75

If next we assume three men, A, B, and C, having exactly the
same experience but using the three different inventory methods
respectively in the order above named and reporting their profits
accordingly—then if we were to appraise the value of the re
spective businesses by multiplying the profits shown in, say, the
second period, by a uniform multiple we should reach the con
clusion that the businesses of A and B were worth substantially
more than that of C; while if we made the calculations a day later
and used the third period as our basis we should conclude that C’s
business was by far the most valuable of the three.
Of course, on the illustrative case assumed the conclusion is
fantastically absurd; but enlarge the scale of the illustration in
volume, time and complexity, so that it will deal with years and
millions of dollars instead of days and dollars, and you have
exactly the situation that has been presented in the period that
has elapsed between the close of the last depression in 1921 and
the present time.
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Nor do the three methods of computing profits for the different
periods exhaust the variations in commercial practices. Some
corporations, for instance, would treat the reduction of inventory
from cost to market value as a charge to surplus, and show:
Net income
First day.................................................................
Second day.............................................................
Third day...............................................................
Fourth day.............................................................

$ 3.00
3.50
2.25
2.25
$11.00

Less—Charge to surplus
Third day...................

.25

*
$10.75

Now investors, and even some who undertake to advise in
vestors, are apt to give the same weight to profits of companies
in the same business without knowing whether the profits to
which their calculations are applied have been computed on the
same basis or how great the effect of a difference in method might
be. And as most of you probably know, such computations have
frequently been made on the basis of profits for a single year, if
not for a shorter period. I remember, for instance, the case of a
banking house acquiring the business of a large corporation
for the purpose of resale to the public on an agreed basis measured
by the earnings of a past year, without any specification of the
way in which the earnings had been or were to be determined ex
cept that it was to be in accordance with good accounting practice;
and as this paper was being written I happened to see a publi
cation of a firm of investment advisors containing this language:
“ When the statement is made that the majority of common stocks
are overvalued at current levels, it is meant that they are selling
at higher values than are justified by a six to nine months’ im
provement in earning power at the best rate foreseeable. ”
By comparing the figures in the table I have already given you
will notice that the method of valuation at cost or market, which
ever is lower (which is by far the most commonly employed of all
* Those desiring to pursue the question further may be interested to compare the annual
reports for 1931 of the National Lead Company, the Goodyear Tire & Rubber Company and the
American Smelting and Refining Co. Such a comparison affords much food for thought, and
I was very interested, therefore, to see a question in a recent examination paper on accounting
principles of the Harvard Graduate School of Business Administration, calling for a discussion
of the difference of method between the Goodyear and National Lead companies.
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methods), results in showing larger profits in a period of rising
wholesale and retail prices and lower profits in a period of declin
ing prices than the basic stock method. For this reason, it has
been argued that the basic stock method is really a safer and
saner way of measuring earnings than the cost or market basis. I
think it must be admitted that the cost or market basis is designed
primarily to afford a sound balance-sheet value, and that some
change of method, or some change in the form of presentation
of results, may be called for at this time, when the income account
is becoming recognized as potentially at least more significant
than the balance-sheet. But without passing on this minor ques
tion, I think we can agree on the major point that, particularly
in times of changing prices, it is very important that those who
undertake to appraise capital values on the basis of current
earnings should know just how the earnings are computed.
I chose my illustration from the field of inventory valuation,
but this is by no means the only part of corporate accounting in
respect of which legitimate methods vary. Methods of treat
ment of plant and equipment, for instance, vary even more widely.
I noticed recently a statement by an economist that the heavy
investment in capital equipment characteristic of the present age
tended to make the process of readjustment in a period of falling
prices more painful and prolonged than it would otherwise be.
*
Certainly, this characteristic of heavy capital investment gives
rise to the most difficult problems of modern accounting—prob
lems which can not be solved by any precise mathematical or
logical processes but require foresight and judgment in their
handling if even measurably accurate solutions are to be reached.
The questions what expenditures ought to be capitalized and
when expenditures so capitalized ought to be charged off are not
easy to answer, and experience shows that corporations adopt
an infinite variety of methods in dealing with them. At the
one extreme are the methods prescribed by many public-service
commissions, according to which all additions and improvements
are capitalized and units of property are charged off only as they
are actually retired or are about to be retired, when the charge
may be made against either operating expenses or surplus. At
the other extreme is the method formerly employed by General
Electric Company, by which all capital expenditures are charged
off against income in the year in which they are incurred, no
* Economic Tendencies; Aspects of Pre-War and Post-War Changes, Frederick C. Mills.
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charge being made, naturally, for depreciation of previously
existing plant. Between these extremes the accounts of corpora
tions reflect every gradation from over-liberality to over-con
servatism in attributing charges to capital and amortizing them
through depreciation charges or otherwise. Here, again, anyone
appraising the stock of a corporation on the basis of its earnings
should know what methods of accounting have been followed.
It may be suggested that the accountant who audits the
accounts of a corporation and satisfies himself that they are pre
sented on a fair basis has no further responsibility to the individ
ual investor or analyst who may draw unwarranted inferences
from the accounts. That is, no doubt, quite true; but if the
profession is to render the fullest possible service, surely it must keep
in touch with the trend of economic developments and try to meet
the legitimate demands that grow out of such developments.
Now, one of the major economic developments of recent years
has been the change in the nature and status of corporate securi
ties. This change has been brought about by two tendencies
in the development of corporations—first, the tendency to
consolidate businesses into large units and, secondly, the ever
widening diffusion of security holdings. The great social sig
nificance of these tendencies was recognized some years ago by
the Social Science Research Council and that body instituted, a
study which resulted in the publication of a work bearing the
title, The Modern Corporation and Private Property
*
From this
work it appears that roughly forty per cent of the business
wealth of the country (other than banking) is controlled by the
two hundred largest corporations. It also appears that the con
trol of the two hundred corporations in turn is roughly as follows:
Management control............................
Legal device...........................................
Minority control...................................
Majority ownership..............................
Private ownership.................................
In hands of receiver.........................

..........................
..........................
..........................
..........................
..........................
..........................

By number
44%
21%
23%
5%
6%
1%

By wealth
58%
22%
14%
2%
4%
negligible

100%

100%

It was impracticable to carry the study further to cover smaller,
but still large corporations, but the analysis shows clearly how
♦ The Modern Corporation and Private Property, A. A. Berle, Jr., and Gardiner C. Means.
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very far the separation between beneficial ownership and control
of corporate property has already proceeded, and doubtless the
process will continue in the future.
Concurrently, there has been a constant attempt to make cor
porate stocks, which in essence are capital assets, more and more
into a liquid security, readily marketable and suitable as collateral
for demand or short-time obligations. The three tendencies
combined seem to me to have created a legitimate basis for the
demand for full and more enlightening information in regard to
the operation of the larger companies whose securities are widely
distributed and subject to continuous market dealings. If
market values are to be fairly appraised, information throwing
light on the earning capacity is of the first importance. The
reports issued by such corporations must not be regarded as
having only historical interest—it must be recognized that their
principal value lies in enabling thousands or tens of thousands
of stockholders to deal intelligently with their investments in
corporations and potential investors to form reasonably informed
opinions on the attractiveness of the stocks of corporations at
the prices at which they are available. And I think the account
ant should take cognizance of this situation and do his part toward
securing the fulfillment of the requirements to which it gives rise,
and I think his part can be made a very important one.
To my mind, the first essential is to bring about a better under
standing by investors of what accounts are or should be and what
they are not and can not be. Investors should be brought to
realize that the value and significance of corporate accounts
depend partly on the methods of accounting employed by the
corporation and partly on the degree of wisdom and honesty
displayed in applying those methods. And here it is important
to note that the use of the most conservative method may, for a
short period, result in an overstatement of earnings. If, for
instance, during a year of depression a corporation which capital
ized nothing and charges no depreciation suspends all construction
work, the results for that year will be presented in an unduly
favorable light, although the accumulated surplus may still be
conservatively stated.
In the second place, it seems to me highly desirable that the
reports and accounts of corporations should be made more fully
explanatory, so that investors and others interested will know
generally what methods of accounting have been followed and
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be in a position to appraise the value of the resulting figures
accordingly. This development seems to me infinitely preferable
to the alternative which at once suggests itself of uniform methods
imposed by external authority. I think, also, that in the formu
lation of methods of accounting the preeminent importance of
earning capacity should be recognized and the consequent im
portance of furnishing to stockholders and investors an income
account which will give as fair an indication of the earning capacity
of the business during the period to which it relates as can be given.
I think it only fair to add that, from a fairly wide international
experience, I believe information is more fairly given in respect of
corporate affairs in this country than in perhaps any other im
portant commercial country. This, however, ought to be so, for
the simple reason that the three tendencies to which I have re
ferred (those towards concentration into larger units, diffusion
of shareholdings, and the creation of a status of liquidity for cor
porate stocks) have proceeded much further in this country than
elsewhere.
Your committee on cooperation with stock exchanges, of which
I am chairman, has been much impressed with the determination
of the New York stock exchange to exercise its influence more
than in the past in the direction which I have indicated and
with the possibilities of helpful cooperation on the part of ac
countants. This committee during the past year has given
much consideration to the subject, and the views which I am
expressing today are in a large measure the result of that con
sideration.
It is quite true that the public accountant has no power to
initiate improvements in corporate methods of accounting or
reporting, nor to exercise pressure to bring them about. The
initiative lies theoretically with the shareholders; practically, with
the directors or officers of corporations. The power to exercise
pressure resides mainly in those bodies which afford a market in
which dealings mainly take place. But the accountant who has
earned the confidence of his clients can, by influencing them,
contribute greatly to the success of the movement. Most cor
poration executives will, I believe, be found willing to afford
reasonable information to their shareholders if the question is
placed fairly before them.
I venture, therefore, to express the hope that accountants in
their audit practice and in their conferences with corporate
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officers regarding the form and content of annual accounts will
bear constantly in mind the desirability of indicating clearly on
what bases assets and liabilities are stated and results computed;
the growing relative importance of the income account as com
pared with the balance-sheet; and the fact that the value of the
income account depends on its being a fair indication of the
earning capacity of the business under the conditions existing
during the year to which it relates as determined by a fair and
consistent application of acceptable methods of accounting.
There are one or two other problems in accounting which have
assumed much greater importance as a result of the depression,
and with which I should like to deal briefly. One is the acquisi
tion by corporations of their own capital stock.
It would be out of place to discuss the broad question whether
corporations should enjoy the unrestricted right to acquire their
own capital stock, though accountants who have seen the un
fortunate consequences that flowed from some such acquisitions
in the latter part of 1929 and in 1930, and the abuses of the
right in certain cases, can not fail to recognize that there is a case
for some restriction. I propose to deal only with the treatment
in accounts of purchases actually made.
I have never been able to agree with the view that a corpora
tion’s own stock is ordinarily an asset of the corporation, though
I have been willing to recognize the practical convenience of
treating it as such where stock is acquired as a part of a related
series of transactions which include its resale in the immediate
future. Certainly, if it is to be classified as an asset it should be
excluded from current assets (unless under contract for early
realization) and should be separately disclosed. Even if such
stock may be shown as an asset, it is incorrect, in my view, to
include dividends thereon in the income of the corporation.
It is even more important that accountants should set their
faces against the practice of treating a resale of the corporation’s
capital stock as producing a profit which can properly be credited
to the income account. My objection to the practice is three
fold:
In the first place, the view taken by the bureau of internal reve
nue that a corporation can not derive income from dealings in its
own capital stock appears to me sound in theory. A special case
is presented where the corporation has agreed with the subscriber
to preferred stock to repurchase that stock at a fixed price.
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There is some argument that when it purchases stock and thereby
extinguishes such an obligation for less than its face value it
makes a profit which is analogous to the profit on the retire
ment of a bond at less than par. But in the case of purchase and
resale of a pure stock, I think the bureau’s rule is economically
as well as legally correct.
In the second place, the case for permitting corporations to
trade in their stocks is much weaker than the case for permitting
mere acquisition. It is a plausible argument that the purchase of
capital stock, when it is selling below its fair value and the corpo
ration has available funds, is advantageous to all the shareholders:
to those who sell or may want to sell, by tending to prevent the
price from falling still further below its fair value; to other share
holders, by increasing their proportionate interest in the company
on favorable terms. It is not easy to see in what circumstances
a similar plea could be offered in relation to the resale. The ac
quisition of stock seems to me to be justifiable only for retire
ment or for use in some way other than in ordinary trading
operations (e.g., for issue to employees or in conjunction with a
new acquisition of property); and such use should not be re
garded as giving rise to income.
Thirdly, there is the important practical reason that recogni
tion of such profits would open the way to a particularly vicious
abuse in the case of corporations which have stock outstanding
that is selling at a price substantially below the figure at which
it is stated in the company’s balance-sheet. If the view were
accepted that a profit which would be a legitimate credit to
income might be derived from the purchase and sale of the capital
stock of the corporation, the management would be able to buy
the stock, and if the price should rise, to derive from resale a
profit which could be credited to income; while if the price should
decline, the company would be in a position to cancel the stock
and thus to avoid any charge to income account, showing, instead,
a credit to capital surplus arising from the cancellation of the
stock acquired at less than book value.
Another practice is that of writing down the property accounts
of a corporation and correspondingly reducing the depreciation
charges against income. Whether such a procedure is proper
seems to me to depend on the facts in relation to the property
and on the way in which the transaction is effected and disclosed.
Some would argue that the exhaustion of capital value (deprecia
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tion) during a year is a question of fact unrelated to the values at
which the assets are carried; but this contention seems to me to
be applicable where the object is to determine the profits of an
enterprise (which is no doubt sometimes the proper objective of
the investor or analyst), rather than in the ordinary case where
we are trying to determine the profits of a continuing company
which is carrying on the enterprise.
There must be continuity in corporate accounting, and the fig
ures at which property legitimately stands on the books of a cor
poration can not be ignored in calculating its depreciation
charges. If a company has acquired assets at less than their fair
present value, it is entitled to reap the benefit in its income account
as the assets are gradually used up in service. The converse is
in theory equally true; but, as a practical matter, if as a result of
either purchases or revaluation at a time when price levels were
higher a company is carrying depreciable assets at a figure clearly
and substantially in excess of the fair value which such assets
possess today and seem likely to possess in the near future, it
seems to me desirable to permit it to deal with the excess book
value as a capital loss and by formal action to reduce the book
value of the assets to a fair figure and thereafter compute deprecia
tion on the basis of the reduced value, unless such action would
prejudice the position of a senior security which the corporation
has a legal or moral obligation to preserve intact. If the company
could legally accomplish the desired result by reorganization,
it seems desirable to permit it to do so without that expense,
provided that the same respect is shown for prior interests as
would be enforceable in a reorganization, and that the action
taken is fully disclosed and formally approved by the share
holders.
Such a course seems particularly justifiable where the market
value of the stock of the corporation is far below the value at
which it appears in the balance-sheet. In such circumstances,
it would be pedantic and foolish to insist that the company should
by excessive depreciation charges make real a value for the capital
stock which at present exists only on the books, especially as
such a course would necessarily reduce reported earnings and
tend to reduce the current market value of the stock so far as that
value is predicated on earnings.
It is, however, always desirable to consider the collateral effects
of any such action, as, for instance, in relation to taxes; and cer
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tainly no adjustment should be made unless the present value is
carefully determined, the excess is substantial and the manage
ment is satisfied that the level of values to which the properties
are to be reduced is likely to persist for a period of years. Much
embarrassment has been occasioned to companies which in the
period of inflation wrote up their properties to values which have
since proved to have been only temporary; and it is easy today to
err in the opposite direction.
Moreover, the new value should be fair. It is obviously im
proper to reduce the book value to a value below the fair value,
thus reducing the charge for depreciation to a figure which is less
than the actual exhaustion of values that is taking place and over
stating the earnings of the company. Experience shows this
point to be one of very considerable importance; the attempt is
sometimes made to pave the way for the future inflation of
earnings by deliberate understatement of present assets.
As I have indicated, also, the rights of prior security holders
should be respected. If, for instance, a corporation has issued
prior securities on a representation as to the amount of assets
available as security therefor, this would seem to imply at least
a moral obligation to charge depreciation on a scale sufficient
to maintain such values; and the reduction of book value, fol
lowed by a reduction of depreciation charges, might in such a case
easily result in distributing by way of dividends sums that ought
rightly to be retained for the protection of prior securities.
Action would seem to be permissible and desirable where
the facts are such as those set out in the annual report for 1931
of the Union Carbide and Carbon Corporation, from which I
quote:

“During the past year a detailed survey of all plants, items of
equipment and other fixed assets has been made to determine the
changes which have taken place in their productiveness and
replacement value. Since the formation of the corporation in
1917, there have been improvements in manufacturing methods
and changes in location of plants to areas permitting more
favorable manufacturing and distribution operations. Because
of the decrease of approximately 21% in general construction
costs during the past two years, the present book value of many
items of property acquired, constructed or appraised during
periods of high labor and material costs exceeds the present
replacement value.
“The constantly changing costs of labor and material make it
impossible to maintain property records sufficiently flexible to
348

Influence of Depression on Accountancy
show at all times the true replacement value of the fixed assets
of the corporation.
"However, when the change in values is as great as that which
has occurred in the last few years, a restatement is desirable.
To permit the records to continue to show the values of earlier
years might easily become misleading; especially to those who
lay great emphasis upon the ‘book value’ in evaluating the
corporation’s securities.
“Accordingly, in the balance-sheet submitted herewith the
value of buildings, machinery and equipment has been written
down to the extent of $39,794,031.11. A portion of this was
charged directly to surplus and a portion to the reserve for
depreciation. The amount charged to reserve has in turn been
restored by a transfer from surplus as a provision for unidentified
obsolescence, thus leaving the reserves for depreciation, etc.,
intact. It is true that many items of property, such as real
estate, mining lands and water powers, have enhanced in value
much beyond their cost and that this is nowhere reflected in the
records. The enhancement of such items not being structures
can not be measured by the cost of labor and materials.
“Aside from the consideration of a nearer approach to accu
racy, the readjustment of the account will relieve the consolidated
income from the burden of annual depreciation and amortization
charges on property or values which do not contribute to
earnings.”

The percentage of reduction in capital value was less than the
percentage of decrease in general construction costs, so that
depreciation calculated on the reduced values would presumably
be sufficient to provide for replacement of the property at current
price levels; the revised value was carefully ascertained; the excess
of book value to be dealt with was substantial; the amount of
prior securities outstanding was small; the action taken was fully
disclosed and the amount written off was charged against a
previously existing surplus.
There are other questions which have arisen or the importance
of which has greatly increased as a result of the depression.
On the other hand, the depression has both demonstrated the un
soundness and minimized the importance of the practices of
treating stock dividends as income in the amount of the market
value of the stock received, and regarding the proceeds of the
sale of rights as wholly income, by means of which stocks of
holding companies which formed the apices of pyramids were
raised to heights from which they have since crashed, in some
cases to complete ruin. This paper has, however, already reached
its appointed length; and it has seemed to me better to concen
349

The Journal of Accountancy
trate our attention today on a small number of important issues,
rather than to attempt to cover too wide a field.
In concluding, may I say that I recognize that the issues I have
discussed are of particular importance to companies whose securi
ties are listed on exchanges and to members whose practice
brings them into contact with such companies. I should like
therefore to explain that the choice is not due to any failure to
recognize that such practice constitutes only a small percentage
of the accounting work of the profession today, but to a desire
to deal with questions in relation to which I could feel that my
experience both in my practice and in my capacity as chairman
of one of your special committees qualified me to express an
informed opinion.
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By Frederick B. Andrews
After the full fury of the great war had struck, and the peoples
of the world found themselves enmeshed in a struggle whose
origins they did not understand, there arose the determination
that out of that war should come an end of war. Among the
various methods proposed to that end, perhaps none was more
cogently expressed than the demand that agreements between
nations should be “open covenants, openly arrived at.” Al
though subject to manifest limitations, the idea had a force which
excused even a schoolmaster president for using “ a preposition to
end a sentence with.” It has never been completely ignored
since then; it will never be completely ignored hereafter.
No better understood than the ultimate causes of the world
war have been those of the world-wide business depression of the
past three years. But even an uncomprehending world realizes
that those supposed safeguards on which it had been taught to
rely have not sufficed to protect multitudes of innocent investors
from heavy losses. From the confusing minutiae of individual
complaints, one of the few common cries has been, “ If I had only
known.” To be sure, this might have meant merely a change
in the life-boat personnel; but even after making full allowance
for those who will go to sea in any craft, it seems reasonable that
an accurate knowledge of the vessel’s condition would have pre
vented her sailing, or at least would have brought her into an
emergency port, crippled perhaps but still afloat and with her
passenger list intact. Before dropping this metaphor I should,
perhaps, apologize to that majestic maritime tradition which
requires the captain to go down with his ship unless the safety of
all others is assured; such a tradition in finance would go far
toward reducing the risk of non-managing investors.
Similar to that demand for open covenants openly arrived at is
the demand for compulsory audit of corporations. This demand
should be considered carefully by three large groups—by manage
ment, because it is aimed directly at sins of management; by
stockholders and creditors, because it promises them protection
* An address delivered at the annual meeting of the American Institute of Accountants,
Kansas City, Missouri, October 19, 1932.
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and they must meet its cost; by professional accountants, because
its implications lay on their shoulders a tremendous burden of
responsibility, and because it involves for them a huge amount
of work.
Not all, by any means, of the ills revealed by the current de
pression may be charged to the absence of audit, and it would be
unwise to lead investors into the belief that an audit will com
pletely safeguard their investments. Hatry under the English
compulsory audit system, Insull under the American voluntary
audit system, Kreuger under no audit system, hundreds of banks
under the scrutiny of federal or state examiners—how do they
differ in the eyes of ruined investors and depositors? All failures,
and present in each case a curtain of secrecy successfully veiling,
regardless of audit, the scandalous misuse of funds which made
collapse inevitable when the strain should come. Remove that cur
tain, remove with it the myth of the super-man, and give the power
ful restraining force of public opinion a chance to operate. This
is the essence of the demand for compulsory audit of corpora
tions.
Corporations conduct practically all business of consequence in
this country, and the corporate form of organization not only
permits but in large enterprises necessitates the complete separa
tion of ownership from management. The demand for com
pulsory audit, then, seems to mean that wherever in a business
enterprise ownership and management are divorced, management
must submit to independent scrutiny, with the results of that
scrutiny reported directly and intelligibly to ownership. If this
interpretation is correct, then the term corporation must, for the
purposes of this discussion, be both enlarged and abridged. It
must be enlarged so as to include all publicly-financed enterprises
even though unincorporated; and it must be abridged so as to
exclude incorporated enterprises where ownership and manage
ment rest in the same persons. Further, the term ownership
must be understood to include not only stockholders but also
bondholders and other substantial creditors.
There are four large groups of corporations already subject to
intensive scrutiny by federal or state authorities, namely, rail
roads, insurance companies, public utilities and banking and
building and loan institutions. Shall there be compulsory audits
of these corporations, specifically for the information and pro
tection of their security-holders?
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I believe that railroads do not generally employ independent
auditors for the purpose which we have in mind. A considerable
part of the vast array of statistics required of them by the Interstate Commerce Commission is published, and since these are
largely verified by auditors for the commission it may be said that
we already have for the railroads what is sought under the name
of compulsory audit of corporations.
Insurance and public-utility companies in increasing numbers
are publishing statements certified by independent auditors; but
these auditors are appointed and paid by management, and in
some cases, particularly with reference to large utility holding
companies, their statements have not even remotely resembled an
intelligible exposition of corporate affairs. Even before the
Insull crash became first a probability and then an actuality,
there were not wanting voices crying in the wilderness, demanding
“more light and power too” and urging utility magnates to
repent and to prepare the way of the Lord. Now the silver
cord is loosed, and the golden bowl has been broken; small
wonder, then, that John Baptist, who today retains his head
regardless of how it cerebrates, is sometimes heard to say, “I
told you so.”
Probably no group of corporations has done more to bring about
audit of others, or would more strenuously resist compulsory audit
of their own accounts, than banking corporations. Probably also
no group is more justified than well-managed banking corporations
in the contention that an audit of their accounts is unnecessary.
However, since no one is required to prove himself a banker in
order to engage in banking (or, at least, in some activity under
that name) the number of well-managed banking corporations is
not so great a proportion of the total number as could be desired.
Amazing embezzlements by bank employes, and criminal prosecu
tions of “banksters” on charges of conspiracy to defraud their
depositors, give a sickly color to that scrutiny of banking corpora
tions already imposed by law. This pallor is like that of grass
growing beneath a board, and simple heliotherapy is the indicated
treatment.
Excepting possibly the railroads, then, I see no reason for ex
cluding from the compulsion for audit any of these groups of
already-publicly-regulated corporations.
It is no news that every one that doeth evil hateth the light,
lest his deeds should be reproved, but he that doeth truth cometh
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to the light. It will be said that this light will inform com
petitors, to the detriment of management and to the ultimate
injury of ownership. This argument was urged against the
income-tax amendment, but after twenty years it is heard only
from the lips of those citizens whom the income-tax laws have
compelled to suspend, temporarily at least, their business activi
ties. I have had occasion to observe a night watchman in the
vicinity of my home, throwing a beam of light from an electric
torch into the shadows under shrubbery and in the corners of
garages. Considering his physique, I have suspected that if
confronted by a semi-senior, or even a junior, footpad this pro
tector of the peace would have to call a cop. Nevertheless, there
is a protection there—that beam of light is more to be feared by
the wrong-doer than is the man who wields it. Let us have light
—at least enough light so that ownership may know what is
being done with its property. If certain operations can not stand
publicity, how can we be so certain that they are truly for the best
interests of ownership? Officers of banks and holding companies
who know that the details of their portfolios will be published,
corporate executives who know that their stockholders will be
fully informed of their acts, will be powerfully moved to establish
supportable policies the soundness of which will be revealed by
audit. Thus the entire body of ownership, not merely those
persons who are astute enough to read between the lines of obscure
or equivocastatements, will be benefited.
I submit that the most damaging feature of the current depres
sion has not been the financial loss which it has brought to millions
of our citizens. A nationwide drought or similar catastrophe of
nature or an armed invasion from beyond our shores might have
entailed even greater financial losses and done less damage. The
worst damage has been that inflicted on our business morale by
the wholesale betrayal of the confidence of investors. That
confidence must be restored. There must be assurance that
management of all publicly-financed enterprises will function in
the light of publicity—pitiless publicity if necessary.
Each of us has at some time declaimed with sophomoric fervor
the gentle answer made by Portia to Shylock’s arrogant demand,
“By what compulsion must I? Tell me that.” But moral
suasion failed Portia, and she had to find a compulsion which
served. When moral suasion fails the management-employed
auditor, he must do likewise. By what compulsion, then, can an
354

Compulsory Audit of Corporations

arrogant management be forced to submit to effective audit—
that is, an audit not only effective in itself but also given effective
publicity?
The corporation is a creature of the state, from which it derives
its existence and all of its powers, privileges and immunities.
The unquestionable preponderance of honesty on the part of
corporate management and the tremendous value of the corporate
form of organization require that some means be devised for
curbing abuses of corporate powers. If compulsory audit is the
remedy for those abuses, the state is amply justified in applying
it to all corporations alike. This has been done in at least three
jurisdictions.
In England every corporation is required to furnish to its stock
holders two weeks before their annual meeting a current balancesheet, accompanied by an auditor’s certificate that it does or that
it does not exhibit a correct view of the company’s affairs. No
form for this balance-sheet is prescribed; it is not even prepared
by the auditor—the company submits the balance-sheet and the
auditor merely tells what he thinks of it. The auditor is not per
mitted to be a director, officer or employe of the company. His
qualifications are not specified, but he is almost invariably a
chartered accountant. He is appointed in the first instance by
the directors, and thereafter elected by the stockholders annually.
None but the retiring auditor may be so elected except after notice
of intention to nominate another, with the result that the auditor
originally appointed by the directors (generally on recommenda
tion of the officers) is most apt to be continued in office unless he
makes himself emphatically objectionable to the stockholders.
He has the right of access to whatever records he considers perti
nent, and he must give an unequivocal certificate. He has the
right to attend any general meeting at which the accounts are to
be considered and there to make such statements or explanations
about the accounts as he may desire. This includes, of course, the
meeting at which the auditor for the ensuing year is to be elected.
In Germany every corporation is required to furnish to its
stockholders, at or before their annual meeting, a current balancesheet and statement of income, the form of which is prescribed in
considerable detail. These statements must be accompanied by
an auditor’s certificate to the effect, not only that the statements
themselves are correctly prepared and in agreement with the
books, but that all statutory requirements relative to corporation
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accounts have been observed. The auditor is not permitted to
be a director, officer or employe of the company nor in any way
under obligation to it, and he must be a person qualified in ac
counting. He is elected by the stockholders, although actually
engaged by the officers. If the directors, the officers, or the hold
ers of so much as ten per cent of the stock object to the auditor so
elected, the matter is referred to local courts for final selection.
In addition to certifying the published statements, the auditor is
required to render a written report on the audit and the directors
are required to take cognizance of such report and to inform the
stockholders of any important exceptions noted by the auditor.
The auditor is liable in damages to the company for the divulging
of trade secrets and also in damages of not more than 100,000
marks for negligence; that term, however, is not defined. The
auditor is subject to punishment by both imprisonment and fine
for making a false representation in his report or for concealing
important facts.
Coming to this country, we find that in Massachusetts every
corporation is required to file annually with the commissioner of
corporations a statement of condition which includes a balancesheet conforming substantially to a form prescribed by statute.
In the case of a corporation having a capital stock of $100,000
or more, or 1,000 or more shares of no-par-value stock, this
balance-sheet must be accompanied by an auditor’s affidavit that
it represents the true condition of the affairs of said corporation as
disclosed by its books. The auditor is not permitted to be an
officer of the corporation. His qualifications are not specified but
he is generally a certified public accountant. He is appointed by
a committee of three selected by the stockholders from their own
number, and no director may be a member of this committee.
He is sworn to the faithful performance of his duties but these are
not prescribed and are presumably determined by his own judg
ment. While the statement of condition and all accompanying
statements filed with the commissioner become public documents,
there is no statutory requirement that copies be furnished direct
to stockholders nor any provision that the auditor, in his official
capacity as such, may attend stockholders’ meetings to explain or
comment on the accounts.
Although satisfactory statutory compulsion in the United
States may be difficult to secure, because of the many separate
sovereignties, the ineptness of legislators when dealing with so
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highly technical a subject and the very large number of corpora
tions as to which there is no apparent public need for auditing,
still it is not impossible.
As to this third difficulty, the so-called close corporation, I
suggest a provision permitting the waiver of audit on written
consent of the holders of all or substantially all of the capital
stock entitled to vote at the annual meeting. Proxy action on
this subject should be barred. Creditors or holders of non-voting
stock having an interest equal to, say, ten per cent or more of the
par or stated value of the voting stock should be given power to
veto this waiver by appropriate application to the regulating
authorities.
The first of the dangers apt to arise from the ineptness of legis
lators is in fixing the qualifications of the auditor. In New York,
for instance, a bill was introduced last year which, if it had been
passed, would have required enterprises of a certain character to
be audited by certified public accountants. Since New York does
not permit the holders of this title from other states to apply it to
themselves in New York, a specification so apparently praise
worthy would in fact bar from the proposed work many persons
peculiarly fitted to perform it. Thus in states where accountants
are not at present subject to statutory regulation or licensing,
such a provision would amount to exactly that, and such regulation
should be approached and considered under its own name. Cer
tainly no barrier should be erected at any state line or else
where which might prevent a competent person from serving as
corporation auditor. Of this sort of thing we have too much
already.
The second danger would show itself when the legislators under
took to prescribe an audit procedure or the form in which the
resulting statements should be set up and their accompanying
certificates phrased. If any such provision is to be included in
the statute, the advice and assistance of accountants in its drafting
will be indispensable, and the good intentions of legislators who
regard such drafting as their job must not be allowed to vitiate
the whole measure, as good intentions so frequently do.
At least substantial uniformity among the various states is
imperative if confusion is not to be worse confounded. The scan
dalous seductiveness by which a few of our states already lure
corporations away from their natural homes, to the enrichment of
those states and with possibilities of danger to investors every
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where, must not be enhanced. Any state imposing compulsory
audit on its own corporations should also amend its “blue sky”
law to forbid the distribution within its borders of securities of
foreign corporations not subject to equally strict audit. This
would be necessary as a protection for the securities of its own
companies.
This uniformity is not impossible of attainment. The National
Conference of Commissioners on Uniform State Laws has, during
the past forty years, recommended for adoption by the states a
total of fifty laws, of which two have been enacted by all the
states and at least sixteen by one-third or more; only four have
failed of adoption somewhere, and these were all recommended
within the past six years. This conference, composed of com
missioners appointed by the various governors and by the presi
dent, accepts the cooperation of committees on uniform state
laws from the American and the various state bar associations.
Surely a uniform compulsory-audit-of-corporations act would
surpass many of the fifty and might be held to equal the uniform
bills-of-lading, warehouse receipts and negotiable-instruments
acts. The same machinery which put those acts on the statute
books of so many states is still available, and I submit that the
American Institute of Accountants would be doing a real public
service by engaging the attention of the American Bar Associa
tion for this reform and by appointing a committee to work on
this subject with the association’s committee on uniform state
laws. I believe the association’s attitude would be found
friendly, and while the necessary thoroughness of the work would
perhaps chafe the impatient, still the likelihood of the effective
ness would be greater than could be hoped for from independent
and non-correlated action in the separate states.
Some advantages are claimed for the proposal to have this
compulsion imposed, not by the state as a price for corporate
existence, but by the various stock exchanges as a price for the
privilege of listing, as is already done to a limited extent. Such a
requirement would reach the great majority of publicly-financed
enterprises, and at the same time avoid a sudden and perhaps
insupportable accession of work for the accounting profession.
Its framers might reasonably be presumed to have a greater
knowledge of what is needed and to be to a much greater degree
than any group of legislators free from political influences. Uni
formity might be achieved among the various exchanges much
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more easily than among the various state legislatures, and readily
available co-operation with accountants’ organizations would
facilitate the maintenance of proper standards of disclosure in the
auditors’ reports.
It may well be asked, however, whether the stock exchanges
have not already waited too long to adopt this reform. Their
objective being a free market, they have ever done reverence to
the doctrine of caveat emptor. The essence of the demand for
compulsory audit of corporations is caveat vendor, a doctrine
which has grown in favor tremendously since the days of Dr.
Wiley’s heroic fight for the pure-food-and-drugs act. Rightly or
wrongly, the exchanges, being composed of brokers directly bene
fited by a large volume of trading irrespective of the relation be
tween market and actual values, are generally viewed as having
been parties to the lamb-shearings of all decades. Compulsion
adopted by them for the audit of companies listing securities on
their boards, if insuring adequate publicity for the results ob
tained, would be very effective, but it would neither satisfy nor
silence the demand we have noted.
We are left, then, with the question, what kind of audit? A
double-barreled question, going alike to the character of the
investigation and the character of the resulting report. It is
important that, as to the first “barrel,” no legislature should
undertake the answer without the advice and assistance of the
accounting profession. The result of such an effort, at its best,
might be capable of being followed in actual audit practice, but
it would almost inevitably permit of literal observance attended
by complete lack of the desired results. It is impossible for the
average legislature to arrive at a wise solution of questions that
involve a knowledge of highly technical principles. Only an ex
perienced auditor knows what must be done, and—more impor
tant still—what may safely be left undone, in attempting to
discover from accounts and other records the true financial posi
tion of a corporation large enough to command a real public
interest.
The brochure published by the Federal Reserve Board in 1929
under the title Verification of Financial Statements was the
fruit of years of hard work by a committee of this Institute
comprising some of the best brains of the profession; and it
is a work of which they, and we vicariously, may well be
proud. It sets up a standard which certainly must be met
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in any audit, for the purpose indicated, worthy of the name.
Every member of the profession is charged with knowledge
of it and, although he may accomplish his purpose by some
other adequate method, he is without justification if by ignor
ing the procedure there outlined he fails to discover any serious
error which would have been discovered by following this stand
ard procedure.
This booklet, then, affords an excellent basis for whatever
statutory provision may be worked out to specify audit procedure.
The work of adapting it to that purpose should be done very care
fully by the agencies I have indicated as best qualified to draft
such a statute.
I submit that one of the most serious, if not the most serious,
of the questions confronting our profession today is the character
of the financial statements given to ownership over the auditor’s
signature. Shall we remember that truth lies as much in the
ear of the hearer as in the mouth of the speaker, and certify only
such statements as we consider not merely technically accurate
but also reasonably safe against being misunderstood? Or shall
we adhere to the doctrine of caveat emptor and consider our full
duty done when our statements are so drawn that criticism may
be answered by pointing to some obscure words of qualification?
The time to determine this is not when we are confronted with
a difficult decision, when we are urged by a trusted management
to minimize untoward appearances, and when the voice of owner
ship can not reach our ear.
Whom do we serve? Not alone management, to the possible
concealment of its failures, its indiscretions, or worse; not alone
a dissatisfied portion of ownership seeking an excuse for embar
rassing an honest management. We must serve, or forfeit our
right to serve at all, the whole structure, ownership and manage
ment alike. The lens does not concern itself with the kind of
light rays presenting themselves for passage; it takes such as
come, brings them into proper focus, and presents a true image.
Such is the function of the auditor.
I am proud to be a member of a profession embracing so many
practitioners as does American accountancy who have, when nec
essary, unhesitatingly accepted the unhappy role of Policeman
Day, calling their erring clients back from the City of Night, and
have insisted on full disclosure of all pertinent facts to those
entitled to knowledge. In countless instances, with no applaud360
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ing audience, they have done this even to the point of alienating
clients who represent their livelihood, knowing full well that
others are standing by ready and willing to extend the accommo
dation they refuse.
This makes the problem sound very simple. Brand the shys
ters for what they are, and let the world look to us, the lily whites,
the very elect, for the real, the genuine, full disclosure. Not for
us the misstatement or omission of essential fact. This is a
monster we abhor, which to be hated needs but to be seen. But
pause a moment—there need be no misstatement, no omission;
management deftly shades the light a bit, perhaps suggests a
footnote (set in small type, true enough, and difficult to read)
which may be made an inseparable part of the statement which
is certainly there for any reader to see; and we may come to view
ourselves not as concealing or misstating, but as serving the esti
mable purpose of avoiding dissension and making smooth the
path of the footsore. There remains full disclosure, but in that
subdued and seductive light which does so much to soothe and so
little to disturb. And seen too oft, familiar with her face . . .
Let me be specific.
Recently a certain company issued to its stockholders a report
containing a balance-sheet, an income account and an analysis of
surplus, all duly certified. On the assets side of the balance-sheet,
7% of the total represented current assets; 81% represented
securities of other companies, some wholly owned and some of the
others owned to the extent at least of voting control; and 12%
represented obligations of certain of these controlled companies.
On the liabilities side, 1% represented current liabilities, 1% re
serves, 31% capital stock, 58% capital surplus and 9% earned
surplus. Not even all of this information appeared on the face of
the balance-sheet, for the extent of ownership represented by the
securities mentioned was ascertainable only from an incomplete
list three pages removed from the balance-sheet.
The balance-sheet itself was set in clear bold type, but beneath
it were some lengthy footnotes set in very small type, readable
only with difficulty, and understandable only by dint of real
concentration. From these footnotes it could be ascertained that
the market value of the securities mentioned was equal to only
21% of the value at which they were included among the assets—
in other words, that of the total asset values listed on the balancesheet, 64% was in fact non-existent. There was no consolidated
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balance-sheet, nor any balance-sheet of a wholly owned or a con
trolled subsidiary.
It was also only from these footnotes, and that by a long arith
metical calculation, that the single capital stock figure could be
analyzed to show its application separately to the two classes of
preferred stock and the common. This done, it appeared that the
common-stock equity, against which of course there would be
chargeable the asset-value shrinkage of 64%, was only 70% of
the total.
Nowhere was there any information as to the origin of the
capital surplus. From outside sources I was able to ascertain
that at least three-fourths of this capital surplus represented the
excess of the amount received for common stock over the amount
of the par value of that stock at the date of this balance-sheet;
about half of this excess represented a transfer to capital surplus
resulting from a reduction of the par value of the outstanding
common stock. Now the 64% shrinkage I have mentioned was
much more than sufficient to wipe out all of the earned surplus
plus one-fourth of the capital surplus, so that in fact the com
pany’s paid-in capital was impaired at the date of the balancesheet. I have no doubt that all this is perfectly legal; but I
submit that investors are entitled to clear information on these
facts somewhat in advance of such investigations as are now being
made of the Insull companies by federal and state authorities.
The income account showed a net income, after providing for
preferred stock dividends, equal to 36% on the par value of the
common stock. But from another small-type footnote it ap
peared that during the year losses on securities sold had been
charged against capital surplus in amounts equal to 34% of the
common stock par value, and that this same capital surplus had
been charged further with about 165% of the common stock par
value in order to effect a necessary write-down of the book value
of securities of companies in which the reporting company did
not have voting control.
Thus the common stockholders are told in stentorian tones that
their stock is earning a handsome rate of income and that their
asset equity amounts to hundreds of millions of dollars, after
which it is whispered to those close enough to hear that this equity
has shrunk to less than one-tenth of that sum and that the earn
ings have been wiped out by losses. O, Full Disclosure, what
crimes are committed in thy name!
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Turning the page we come to the auditors’ certificate, which
states that in their opinion the accompanying balance-sheet,
statement of income and analysis of surplus correctly set forth,
respectively, the financial condition of the company, the results of
operations for the year and the changes in surplus for a small part
of the year. So might a physician submit to a patient a drop of
blood, saying that it correctly reflects certain phases of the
patient’s physical condition; for truly it does, but only to the
trained expert aided by a microscope.
What was this common stock worth at the date of this balancesheet? Its book value was 1,590% of par, and its liquidating
value 160%. Its net income, presumably consisting chiefly of
dividends on stocks owned or service charges against controlled
companies, and therefore highly uncertain of continuance, was
36% of par, before considering the losses (equal to nearly 200%
of par) charged to capital surplus for reasons not stated. Leaving
my question unanswered—for, of course, there can be no precise
answer—let me tell what happened to the market prices. During
the week preceding the publication of this balance-sheet about
1½% of the outstanding common stock of this company changed
hands at an average price of approximately 180% of par; during
the next five weeks, more than 40% was sold at prices running up
to 960% of par, or six times its liquidating value and more than
twenty-six times its indicated earning power. And this was not in
1928, or in 1929—it was in the third year of the Great Depression.
During many years now it has been my privilege and my
pleasure to have a personal acquaintance with some, at least, of
the partners of the firm whose name was signed to the certificate I
have mentioned. I should resent and resist with all the vehe
mence at my command any insinuation against their ability or
their integrity. I surmise that in order to secure the publication
of the footnotes, from which I found it possible to calculate the
company’s situation as being radically different from that indi
cated by the statements standing alone, they had to stand up in
vigorous opposition to the management. I am convinced that
such disclosure as they made represents the utmost to which they
could win over the management. Nevertheless, it is by no means
impossible that during the five-week period when trading in this
common stock became a spectacular feature of the exchange where
it was listed, many persons relying on these balance-sheet figures
and this audit certificate, but incapable of understanding the full
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import of the footnotes, bought the stock at prices aggregating
many millions of dollars in excess of what the company’s officers
and the company’s auditors knew it to be worth at the date of the
balance-sheet. If this should prove to be the fact, we ought to
view with genuine alarm the defense that these financial state
ments, because of the qualifying footnotes, really gave that full
disclosure of facts to which we all so eagerly render lip service.
Why should it be so difficult for the honest and capable auditor
to perform what is not only his duty but his desire and make a
genuinely adequate disclosure in his certified statements? What
would have happened if the auditors in this case had firmly in
sisted that the figures in the statements themselves should be
adjusted to show the facts, which instead were recited in narrative
form in the footnotes? My guess is simply this: Their status
would have changed from auditors to ex-auditors, and the world
would never have known why. Furthermore, in all probability,
the world would never have learned about this company’s condi
tion even so little as was here presented in footnote form.
It is in this last statement that there lies whatever of justifica
tion the auditor may have. For myself it is not enough, because
I believe that the readers of the report in ninety-nine cases out of
a hundred do not study those footnotes—in fact, they probably
do not understand even the statements any too well; but they do
know and respect the auditors’ reputation, and reading the un
qualified certificate they assume that all is well with the company.
I can not deny, however, that there is merit in the proposition
that half a loaf is better than none, and that the footnotes will
enlighten at least some of the readers, who may do some preaching
on their own account. Parenthetically, they may on the other
hand sell the stock short at six times its liquidating value to some
of their less-well-trained brethren. Human nature sometimes
works that way—and, again, caveat emptor.
The signs of the times are that this condition must change.
Millions of disillusioned and impoverished investors are resolved
that they shall not again be bilked as they have been, and that the
Kreugers and Insulls of the future shall not have their funds
without submitting to real scrutiny and to real—that is, effective
—publicity. Financial writers in the metropolitan newspapers
are joining in the demand that auditors be no longer hired and
fired by management and therefore subject to its orders as to what
their reports shall or shall not contain, but that instead the audi364
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tors shall be elected by and be responsible only to the stock
holders.
Of course, this is only a manner of speaking. The stockholders,
as a body, are no more capable of selecting the auditors than they
are of managing the enterprise. Our English friends found that
out in their earlier practices. An auditor who offended the
management was replaced at the next meeting of the stock
holders, on the management’s ex-parte complaint that his reten
tion would not be for the good of the company. To remedy this
the English law was amended in two particulars: first, so that none
but the retiring auditor could be elected except after notice given
to the stockholders a week in advance of the meeting, and, second,
so that the auditor might appear at any stockholders’ meeting
to explain his report or to answer any questions which might be
put to him by the stockholders.
As to the first of these two provisions—namely, that none but
the retiring auditor may be elected—it seems to me that the
required time for notice should be no less than that required for
the general meeting of stockholders, in order to forestall the
issuance of proxies to representatives of management in ignorance
of the fact that so important a question is to be settled by vote.
Bearing in mind that the auditor is at first appointed as a matter
of law by the directors and as a matter of fact by the executive
officers, the provision seems to set up a barrier against the very
thing it tries to serve—namely, the free voice of the stockholders.
It tends to perpetuate the engagement of the auditor first chosen,
and, since his first appointment hinges on his acquaintance with
the management, the provision if adopted in this country might
lend unfortunate color to the charge of monopolistic tendencies in
our profession. Its advantage to the auditor is that it protects
him against a surplus attack and gives him an opportunity to
prepare a defense against any movement to dislodge him. It
seems to me that it would be well if the auditor were under the
necessity for being always so prepared.
As to the second provision—namely, that permitting the audi
tor to appear at stockholders’ meetings—I should go further and
make it mandatory for the auditor to appear at the annual meet
ings of both stockholders and directors, to address these meetings
on the subject of the accounts and to answer questions. On the
permissive basis, his appearance would be unusual, and therefore
management would be rather powerfully moved to avoid any such
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conflict with him as would justify him in exercising his privilege.
If his appearance were mandatory, although his weapon against
management would not be weakened, still in some circumstances
he might even be an ally of management against an unjustified
attack by mere malcontents.
Beyond this, however, I believe that personal contact by the
auditor with the directors and stockholders would change him in
their minds from a somewhat mythical to an entirely human
figure. He could and probably would discuss the company’s
affairs more intimately at such meetings than in a formal report
or in a certificate intended for publication. Incidentally, he
would be in position to make all parties concerned feel better
about his fee.
It has been said that the employment of auditors by the man
agement gives management the direct benefit of their technical
expertness, and that this benefit might be lost if the auditors were
elected by the stockholders. I believe that the English experi
ence nullifies this argument. As a matter of fact, in practice it is
the management which selects the auditor, and he is retained so
long as nothing develops to destroy the stockholders’ confidence
in him. But he knows at all times two things—first, that if he
permits management to manoeuvre him into a betrayal of the
confidence of stockholders he commits professional suicide; and,
second, that in any dispute with management he has the right to
appeal to the stockholders, so that management will not too long
maintain against him a position which it would find untenable at
a meeting of the stockholders. The result is that management
and auditor will compose their differences for the best interest of
ownership, and the full value of the auditor’s knowledge and skill
remains available for management in all its proper activities.
I can not leave the question of the best method of selection of
auditors with a discussion only of who should do the selecting.
After that question has been settled, as I think it must and will
ultimately be settled, in favor of election by the stockholders,
these parties are left in possession of a powerful instrument for
their own good but, if I may say so, with scant knowledge of how
to use it. What, then, is the best basis for selecting an auditor
from among those whose services are available?
From the very nature of the relationship, the auditor who bla
tantly offers himself, whether with eye-catching insertions in the
public prints, with self-laudatory circulars, or with direct personal366
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call solicitation, should be eliminated—and these comments apply,
of course, to the large organization as well as to the small firm or
individual practitioner. I deplore, and so I believe do many of
my friends who are partners in firms organized on a national or
international basis, the widespread belief that mere bigness stand
ing alone is evidence of special ability. The only matter of im
portance with regard to the size of the organization is that the
size of the organization is a matter of no importance, provided it
has the facilities necessary to the performance of the work con
templated. It has been well said that every organization is the
elongated shadow of one man, and it is the character of that man
rather than the length of the shadow which determines the
character of the organization.
The auditor elected by the stockholders should be known by
them to be thoroughly skilled in accounting, impregnably in
dependent and more than ordinarily courageous. These are
named in the order of the probable demand for them; otherwise
their importance is in the reverse order. Similarly on the sea, a
knowledge of navigation is used on every voyage, and is of course
always indispensable; but when the ship is damaged or when
storms arise there must be found also the utmost of resourceful
ness and courage. The time to make sure that these qualities
are present is before the vessel sails.
Stockholders should not delude themselves into thinking that
the enactment of a statute requiring an audit by an auditor re
sponsible directly to them will of itself give complete protection to
their investments. There are some things which a man must do
for himself, which none other can do for him; and eternal vigilance
is the price of financial safety no less than of political liberty.
There has been much discussion during the past few years as to
the form which auditors’ certificates should take. The question
seems to me very simple if viewed properly, and I believe much of
the discussion has been aimed really at the collateral question of
how much responsibility the certificate imposes on the auditor.
I submit that very little improvement can be made on the require
ments of the English statute in this respect.
Two features can, I think, be changed to advantage. In
England by statute, and in this country to a considerable extent
by custom, the balance-sheet to be submitted to stockholders is
prepared by the company’s own accounting staff, and the auditor
certifies his opinion as to its correctness. I submit that regard
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less of how the company may keep its accounts or prepare its
balance-sheet, it should be the privilege and the duty of the
auditor to prepare independently, and in such manner as to him
seems proper, the statements which are to go to the stockholders
over his name. To the question: “Whose balance-sheet is it?”
I would answer, “ It is the stockholders’ balance-sheet, and should
be prepared for their information by their own independent ac
countants possessed of all information necessary to that end.”
The second change is that the balance-sheet should be required to
be accompanied by reasonably detailed statements of the income
and surplus accounts—where we are is important, but how we got
there is no less so.
Paraphrasing the English act, then, I submit that the statute
should contain a provision requiring the auditors to state
(a) whether or not they have obtained all the information and
explanations they have required;
(b) that the accompanying financial statements have been pre
pared by them and in their opinion, when taken collec
tively, exhibit a correct view of the company’s financial
condition at a named date and of the changes therein for
a named period; and
(c) whether or not such statements are in agreement with the
company’s books,
together with adequate explanations in the event either (a) or (c)
is stated in the negative. There can be no question, as I see it, as
to the desirability of a statutory requirement that the auditor’s
certificate be brief, succinct and unequivocal.
Compulsory audit of corporations is being urged because losses
have been sustained by investors who have been uninformed with
regard to the manner in which their funds have been handled.
Change “uninformed” to “misinformed” and the reason appears
for the demand that corporation auditors be selected by the stock
holders and thereby freed from the domination of management.
Weasel words providing an escape from responsibility for state
ments technically correct but actually misleading have led to the
insistence that the responsibility of the auditor be fixed by re
quiring him to make his certificate a definite and unequivocal
statement with regard to the results of his work.
These reforms will come. They will lead to better conditions.
Let us work to prevent them from arousing false hopes and pre
cipitating further disappointments. After they shall have been
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accomplished in the best form obtainable, there still will rest on
our profession the burden of a very great responsibility. The
meeting of that responsibility is worthy of our best efforts; it will
be accomplished by an unswerving devotion to the ideal of hewing
to the line, letting the chips fall where they may.
I have taken much of your time. Alexander Pope said it all in
two lines:

“For forms of government let fools contest:
Whate’er is best administered is best.”
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AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]

Examination

in

Accounting Theory and Practice—Part II

May 13, 1932, 1:30 P. M. to 6:30 P. M.

The candidate must answer the first three questions and one other question.
Answer no more than four questions.

No. 4 (14 points):
A corporation acquired several tracts of industrial property during the year
1921 to be held solely for the purpose of investment. In the following year the
properties were revalued in accordance with appraisals, and these revaluations
were taken up on the books. The difference between cost and appraisal
values was credited to capital-surplus account.
In the year 1927, the corporation sold one of the industrial tracts for $25,000,
payable in instalments over a period of years, as evidenced by first-mortgage
notes signed by the purchaser.
The book value of the particular tract sold was as follows:
Cost............................................................................
$ 3,000
Appreciation...............................................................
8,000

Total book value...................................................

$11,000

The sale was recorded as a closed transaction when it was consummated,
and the profit-and-loss account was credited with the profit from the sale.
The notes, in the aggregate amount of $25,000, were immediately endorsed,
with recourse, and were discounted for the corporation by the bank.
In the year 1930, the purchaser defaulted in his payment of the notes and
the holders of the notes looked to the corporation for payment. In order to
protect itself, it was necessary for the corporation to foreclose the mortgage,
and in the proceedings the tract was repossessed by the corporation. At the
time of foreclosure, the purchaser’s unpaid notes, still outstanding, amounted
to $18,000.
In financing the repossession of the tract, the corporation issued its notes,
in like amounts, to the holders of the old notes. However, the entries to record
the repossession of the property had not been placed on the books at December
31,1930.
If you were conducting an audit of the accounts of the corporation, as at
December 31, 1930, and all this information came to your knowledge, what
entries would you recommend to record all the transactions incident to the
repossession of the industrial tract?
State your answer in the form of journal entries, giving complete explanations.

Solution:
The general procedure for accounting for property repossessed is to record
the repossessed property at original cost less any depreciation, and to consider
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the instalments collected as profit. In this problem, the depreciation, if any,
of the property at the time it was repossessed is unknown, and the appraised
(book) value placed upon it during the year 1922 is used.
(1)
Instalment notes receivable—discounted................................
Notes payable..........................................................................
To record the issuance of notes of the corporation to the
holders of the instalment notes discounted in exchange for
the latter which are in default.

(2)
Foreclosure account....................................................................
Instalment notes receivable—discounted.............................
To charge the defaulted instalment notes to the fore
closure account.
(3)
Real estate investments.............................................................
Surplus..........................................................................................
Foreclosure account...............................................
To record the cost of the tract repossessed, and to
charge surplus account with the excess of cost of repos
session over the original cost of the land.
(4)
Real estate investments.............................................................
Capital surplus.........................................................................
To write up the value of the repossessed tract to the
appraised value set in 1922.

$18,000
$18,000

18,000
18,000

3,000
15,000

18,000

8,000

8,000

At the date of the sale of this tract, it would seem that capital surplus
account was charged with the appreciation of $8,000 (which is reinstated in
entry number 4), and that profit-and-loss account (surplus) was credited
with the difference between the selling price of $25,000 and the original cost
of $3,000, or $22,000. The difference between this credit of $22,000 and the
charge to surplus of $15,000 (in entry number 3) represents the $7,000 which
was the amount of the instalment notes paid by the defaulting purchaser.
No. 5 (14 points):
On the cost ledger of a fabric mill there is maintained a separate account for
each department. One, engaged solely in “winding,” is known as department
C.
Under date of January 1, 1932, the following information was obtained with
respect to department C:
The inventory of wound goods, by weight 795.34 pounds, was valued at
$4,056.23, and labor in process totaled $79.53. The average cost of material
was $5.10 per pound, and the estimated average cost of winding was 10 cents
per pound. No unwound goods were on hand either at the beginning or at the
end of the month.
The charges to this department for unwound material, during the month of
January, 1932, were by weight 3,613.83 pounds and for actual labor expended
thereon $415.
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Inventory, January 31, 1932 (valued at cost) ...................................

)

pounds should be credited out of the account at 11.48 + ¢ rather than 10¢ which would require
an adjustment of (2896.95 x . 0148 + ¢ ..............................................................................................................

pounds in the opening inventory. This difference o f .................................................................. 2,896.95

Adjustment for labor on the transfers of goods delivered to other departments:
N ote .—On the theory of first in—first out, the labor charged to the other departments should be at
the rate of 10¢ per pound on the 795.34 pounds which were in the inventory at January 1, 1932, and at
actual cost on the difference between th e .................................................................................... 3,692 .29
pounds delivered, and th e ................................................................................................................
795.34

T o tal .......... 3,692.29

G ....................

Credits for wound goods delivered during January, 1932, to the following departments:
Department
Pounds
D .................... 3,612.68
E .....................
9.10
F ..................... 60.38

T o tal .................................................................................................................................................................

Inventory, January 1, 1932...................................................................................................................................
Charges to the department during January, 1932 ...............................................................................................

(a) Ledger account for department C

18,830.68

716.88 $ 3,656.08

3,692.29

4,409.17 $22,486.76

$5.10

5.10

5.10

. 0148

.10

.1122

+
$ 82.32 $ .1148 +

42.98

369.23

$494.53

Labor
Number
of pounds Amount Per pound Amount Per pound
795.34 $ 4,056.23
$5.10 $ 79.53 $ .10
3,613.83 18,430.53
5.10
415.00 .1148 +

Materials
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The credits for wound goods delivered during the month of January, 1932,
were
To department D
3,612.68 pounds
“
“
E
9.10 “
"
“
F
60.38 “
“
“
G
10.13 “
On the basis of these data, submit the following, as at January 31, 1932:
(a) Ledger account for department C.
(b) Balance of goods in this department and their value, also showing esti
mated labor thereon.
(c) Difference between estimated and actual cost of labor.
(d) Actual average cost of winding for the month of January.
(e) Total of charges to the succeeding departments on the basis of estimated
labor cost.
Solution: (a) See page 372
(b) Balance of goods in department C and their value at
January 31, 1932; also, the estimated labor thereon.
Number of pounds—716.88 (see (a))
Per pound
Total
Materials...................................................................... $ 5.10
$3,656.08
Labor.............................................................................
.1148
82.32

Total.....................................................................
Estimated labor

$

5.2148

$

.10

$3,738.40
$

71.68

Difference between estimated and actual cost of labor and
Actual average cost of winding for the month of Jan
uary, 1932.
Production for the month was 3,613.83 pounds, at a cost of $415, or $.1148
per pound:
Per pound
Total
Estimated cost of labor.................................................. $
.10
$ 361.38
Actual cost of labor........................................................
.1148 + 415.00

(c)
(d)

Difference...................................................................... $
Represented by:
Undercharge to departments (see adjustment in
(a))
Excess of labor in inventory over estimate:
Actual.................................................................... $
Estimate...................................................................

Total..........................................................................

.0148+$

$

53.00

42.98

82.32
71.68

10.64

$

53.62

Total of charges to succeeding departments on basis of
estimated labor cost.
Materials Labor
Total
Charge per pound.............................................
$ 5.10 $ . 10 $
5.20
(e)
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Pounds
Department
D.......................................................... 3,612.68 $18,424.67 $361.27 $18,785.94
9.10
46.41
.91
47.32
E..........................................................
60.38
307.94
6.04
313.98
F..........................................................
10.13
51.66
1.01
52.67
G..........................................................
Total...........................................

3,692.29 $18,830.68 $369.23 $19,199.91

Examination in Auditing
May 12, 1932, 9 A. M. to 12:30 P. M.
Answer all questions, and be sure to give reasons when required.

No. 1 (10 points):
State in detail how you would audit and verify the notes receivable of a large
trading corporation with several affiliated concerns.
Answer:
If there are a considerable number of notes receivable, it would be well to
have a list prepared in advance of the audit, showing:
Date
Maker's name
Maturity date
Amount
Amount paid
Rate of interest
Amount of accrued interest
(This list must be checked against the ledger account to determine that it is
in agreement therewith.)
The notes on hand should be carefully inspected and checked against this
list; those discounted, or out for collection should be confirmed by direct
correspondence with the holders. If the audit is made subsequent to the
balance-sheet date, any notes paid since the close of the period should be
verified by tracing the cash received to the books of the company, and thence
to the bank statement.
The best verification of notes receivable is an acknowledgment of the debt by
the payor himself, and it is advisable to obtain a written confirmation for each
note, if possible.
In determining the valuation of notes taken on open account, the original
invoice date of the account should be taken into consideration. In the case of
secured notes, the value of the collateral should be ascertained, as the notes
may be worth no more than the collateral.
Any notes, particularly instalment notes, which mature beyond the current
period should not appear in the current asset section of the balance-sheet.
Notes of officers and employees should be stated separately, as should notes
arising from any transaction outside the ordinary course of the business.
Notes receivable from affiliated concerns should be confirmed by direct
correspondence, and should be shown separately in the balance-sheet. In
order to place a proper valuation upon such notes, it may be necessary to ex
amine the statements or even the accounts of the affiliates. In all cases in
which the accounts of the affiliates are being audited, the intercompany ac-
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counts will, of course, be reconciled. Examination should be made to deter
mine whether the concern under audit has acted as accommodation endorser for
its affiliated concerns.
In regard to the proper classification of such notes in the balance-sheet, the
following is quoted from the federal reserve board’s Verification of Financial
Statements (page 4, paragraph 22): “Affiliated companies’ notes should be
shown as a separate item of ‘current assets’ or as ‘other assets,’ as the circum
stances may require. They may be included properly in current assets if the
debtor company has ample margin of current assets over its liabilities including
such notes.”
The contingent liability arising from notes receivable discounted should be
stated in a footnote on the balance-sheet.
If convenient, the cash, securities and other negotiable instruments should be
counted and inspected at the close of business on the balance-sheet date. The
auditor should maintain control of these assets until his audit of all of them
has been completed.
No. 2 (10 points):
In auditing the annual report of the Town of X you find all the following
items of receipts stated under the general head of “Revenues”:
1. Taxes received
2. Loan from Bank of X
3. Dog licences
4. Municipal court fines
5. Bequest from the estate of A to establish town library
6. Street assessments collected from owners of abutting property
7. Permits for parades
8. Sale of worn-out equipment
9. Transfer of balance from street opening to street-cleaning account
10. Deposit by B to cover cost of extra sewer connection
11. Interest on bank deposits
12. Donation from C toward repairs on his street
13. Annual payment under franchise by X Street Railway Co.
14. Fees from town clerk turned in
15. Rent of city dock to steam boat company
16. Assessments on members of police force for pension fund
17. Received from B balance of cost of extra sewer connection (see 10)
18. Newsstand privilege in city hall
19. Proceeds of paving bonds sold at 110
20. State grant for up-keep of state highway within town limits
Restate these items to show true revenues of the town with titles of proper
accounts to be credited; and indicate how the other items should be shown or
treated.
Answer
Item
Classification
Account credited
*
No.
Revenue receipts:
1
Taxes received
Taxes receivable
3
Estimated revenues (licences)
Dog licences
4
Estimated revenues (fines and for
Municipal court fines
feitures)
* The above answer is based upon the assumption that a rather detailed budget is used by the
Town of X. However, it is possible that in the accounting system in use the estimated revenues
are not broken down in the subsidiary ledger into as many accounts as are listed above, or that
the revenues shown as credited to “estimated revenues’’ are not budgeted, but are recorded only
at the time of receipt.
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5
7

Bequest from the estate of A to
establish town library
Permits for parades

11

Interest on bank deposits

12

Donation from C towards re
pairs on his street

13

14
15
18

20

2
6

8

10

17
16

19

Estimated revenues (gifts)
Estimated revenues (licences or
permits)
Estimated revenues (interest on
bank deposits)

Estimated revenues (miscellaneous
revenues)

Annual payment under franchise
by X Street Railway Co.
Estimated revenues (franchises)
Fees from town clerk turned in
Estimated revenue (fees)
Rent of city dock to steamboat
company
Estimated revenue (rentals)
Newsstand privilege in city hall Estimated revenues (licences or
permits)
State grant for up-keep of state
Estimated revenues (state grant)
highway within town limits
Non-revenue receipts:
Current loans or bank loans
Loan from Bank of X
Street assessments collected from
Assessments receivable
owners of abutting property
Sale of worn-out equipment (un
Sale of worn-out equipment
appropriated) or capital fund
surplus.
Deposit by B to cover cost of
Reimbursable expenditures or
extra sewer connections
maintenance
Received from B balance of cost
Same as (10) above
of extra sewer connection
Assessments on members of
Police pension fund surplus (re
police force for pension fund
serve)
Proceeds of paving bonds sold
Paving bonds (par) and premium
at 110.
on bonds or surplus (premium)

As item number 9 is a transfer between funds, it should be omitted except in
statements of the separate funds.
No. 3 (10 points):
What is the value of a balance-sheet that bears only the signature of the
auditor without any accompanying certificate? What is your opinion of such
a statement?
Answer:
In most cases an auditor’s signature attached to a balance-sheet without a
certificate may be accepted as an unqualified certificate; the value of the state
ment will depend on (1) the reputation of the auditor, and (2) the reputation of
the concern itself.
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The practice (if it is a practice) of attaching a signature without a certificate
is certainly not one to be recommended. In those cases where an unqualified
certificate can be given, there is no reason for omitting the certificate; if a
certificate would require qualification, the auditor should not attach his
signature.
No. 4 (10 points):
To what extent is it an auditor’s duty to concern himself with the validity
and legality of transactions coming within the scope of his audit?
Answer:
If the client raises the question of the validity or legality of certain trans
actions, the auditor should, of course, give the question his utmost considera
tion, and obtain legal opinion and advice if necessary. Presumably we are not
concerned with this situation, but with those cases in which the legality or
validity is questioned by the auditor.
The auditor should call to his client’s attention any transactions of whose
legality or validity he is doubtful; if the client authorizes further examination,
the auditor should himself, or (preferably) with the aid of the client's attorneys,
go into the transactions thoroughly.
If the client asserts the propriety of the transactions, and presents competent
legal opinion or court decisions in support of his stand, the auditor should be
satisfied. If in the absence of any such evidence the client does not authorize
the auditor to make an investigation, it may in some cases still be necessary for
the auditor to go into the matter himself. For example, the title to some of the
company’s land might not be clear, or certain mortgages owned stated to be
senior liens might be involved and doubtful in nature. Here the existence or
value of assets is in question, and the auditor is greatly concerned. In other
cases, there may be a possibility of liability arising because of certain violations,
and the auditor is again greatly concerned.
In brief, the auditor should, of his own accord, consider the question of
legality when it may materially affect the statements he is to render. If he
can not satisfy himself, he should qualify his certificate.

No. 5 (10 points):
The A corporation has passed the cumulative preferred dividends on its
stock for the past two years. How should this condition be shown, if at all, in
published statements? Give reasons for your answer.
Answer:
The amount of cumulative preferred dividends unpaid should be stated in the
balance-sheet as a footnote, or set out by a sentence in the net worth section.
This fact should be clearly indicated on the statement because no dividends
can be paid on the common stock until these accumulations are paid up, and
this fact is of great importance to prospective investors.
Even though these dividends accumulate if they are not paid, and must all
be paid before any common dividends may be paid, no actual liability exists
until the dividends are declared by the directors, and for this reason no liability
is set up.

No. 6 (10 points):
The Y corporation was originally capitalized at nine million dollars as follows:
50,000 shares preferred stock, cumulative, $100 par..................... $5,000,000
400,000 “ common stock, no-par, stated value $10 .................
4,000,000
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At the beginning of 1931 it had an earned surplus of $500,000, but during the
year it suffered an operating loss of one million dollars.
To avoid showing a deficit at the end of the year, the corporation induced its
preferred stockholders to exchange their shares of par stock for an equal number
of no-par shares with a stated value of $50 each, the new stock retaining all the
guaranties of the original as to dividends, liquidating value and callable value.
After sundry intangible and doubtful assets had been written off, the corpora
tion’s balance-sheet as of December 31, 1931, showed (in totals):
Total assets.................... $9,000,000
Total liabilities............ $1,500,000
Preferred stock.............
2,500,000
Common stock..............
4,000,000
Surplus...........................
1,000,000

$9,000,000
$9,000,000
Was this procedure in accordance with sound accounting principles? Would
you give an unqualified certificate to the balance-sheet as stated? Give
reasons for your answer.

Answer:
While it is legally possible under the laws of certain states to reduce the
stated value of stock below the amount paid in therefor and transfer the re
mainder to surplus available for dividends, sound accounting principles require
that no-par stock be stated on the balance-sheet at the amount paid in therefor.
Since the exchange of stock creates a situation in which $100 is paid in for a
share of stock and $50 credited to capital stock and $50 to surplus, the auditor
can reasonably object; but since the surplus is created by the vote of the stock
holders and in accordance with the statutes he can not require that the pre
ferred stock be valued at $5,000,000 on the statement.
The auditor should, however, make a distinction on the balance-sheet be
tween earned surplus and capital, or “ paid-in ” surplus. The net worth section
of the Y corporation balance-sheet at December 31, 1931, should appear some
what as follows:
Net worth:
Capital stock:
$x cumulative preferred—no par value (entitled
to $xxx per share in liquidation) authorized
and issued, 50,000 shares................................... $2,500,000
Common—no par value:
Authorized and issued, 400,000 shares........
4,000,000
Total capital stock..........................................

$6,500,000

Surplus:
Capital surplus arising from the reduction in the
stated value of the preferred stock............... $2,500,000
Less deficit (exhibit B)..........................................
1,500,000
Total surplus....................................................

1,000,000

Total net worth...........................................

$7,500,000

Exhibit B would contain the detail of the changes in earned surplus during
the year.
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Because the preferred stock has a liquidating value (presumably) of $100 a
share against a stated value of only $50, this fact is set out clearly on the face
of the balance-sheet for the benefit of prospective stockholders.
An unqualified certificate should not be attached to the balance-sheet as
shown in the problem, because it does not give the facts relating to the preferred
stock, and because it does give the impression that the net worth of the business
was increased by profitable operations (surplus—$1,000,000) when such is not
the case. The balance-sheet should not be drawn up as shown in the problem,
no matter how the certificate is qualified.

No. 7 (10 points):
A man for whom you are making an audit and financial statement for credit
purposes, has an account with a stock-broker which shows:
Stocks purchased on margin................................... $100,000
Market value of stocks............................................
125,000
Due broker.................................................................
75,000
Your client requests you to show on his balance-sheet an item of “stocks,
$50,000.” What would you do? Give your reasons.
Answer:
If the item is merely shown as “stocks, $50,000,” certain important facts
would be concealed, and while anyone examining the statement would un
doubtedly question the individual as to the details of the item, and would thus
uncover the facts, the auditor should state the details on the statement.
Persons considering the individual as a credit risk are vitally interested, first
of all, in the fact that he is buying stock on margin, and further, in the value of
the stock and amount of the liability against it. To set forth this information,
the following presentation would be satisfactory:

Assets
Stocks purchased on margin
cost $100,000; market value..................................................

$125,000

Liabilities
Due broker (stocks held as collateral)................................. $ 75,000
There can be no objection to carrying the stocks at their market value as
long as the increase is not taken up as income.

No. 8 (10 points):
Give three methods by which a company investing in instalment loans
(instalments received monthly) may take its income into the profit-and-loss
account. State the comparative merits of the several methods from the view
points of economics and of taxation.

Answer:
The income of a company investing in instalment loans consists of interest
and discount. In some cases the discount deducted when the loan is made may
represent the entire income (including interest) on the loan; for example, a loan
of $100 is made, to be repaid in ten instalments of $10 each, and an $8 dis
count is charged; here the $8 represents the total income on the loan. Suppose
the loan were repayable in ten payments of $10 plus interest at 1 per cent per
month on the unpaid balance, and a $5 discount (say) were charged; in this case
the income consists of the $5 discount plus the interest collected each month.
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If the loans are of the latter type the interest will be taken into income as it is
collected, so in either case the only problem lies in the handling of the discount.
Three methods are:
(a) Take up the entire discount as income at the time the loan is made.
(b) Treat collections as a recovery of cost until the total amount advanced
has been collected, and take up the discount out of the last pay
ments.
(c) Set up the discount at the time the loan is made and amortize it in
proportion to the collections on principal.
What the examiners mean by “economic viewpoint” is not quite clear, but
they may be referring to the separation of the income as between interest, or a
return for the use of capital, and profit, or compensation for risk. If the loans
are of the first type discussed above, the discount includes all of the interest
return; if the loans are of the second type, part of the discount is probably
additional interest, and the following remarks apply in lesser fashion.
Under method (a), the interest and profit are taken up at the time of making
the loan, whereas the interest, being a return for the use of capital, is earned
over the period in which the capital is in use, and the profit is not earned until
the risk (possibility of default) has been met.
Under method (b), the income is taken up at the end of the period, and while
this is correct as far as the profit is concerned, since the risk has been overcome,
the interest is again being improperly treated, as it represents income of the
entire period of the loan.
Method (c) is the most accurate of the three methods, as it spreads the
interest income over the period of the loan, and takes up the profit as it is
being earned—as the risk is being reduced.
From the viewpoint of taxation, method (a) would be most unfavorable, as it
reports the entire income immediately upon making the loan. Method (b) is
not recognized by the treasury department, although this method, from the
taxpayer’s point of view, would be highly desirable in ascertaining the taxable
income. Method (c) is equitable, for the taxable income is apportioned over
the life of the loan, and as the cash is collected.
No. 9 (10 points):
In 1914 Mr. Smith built a frame house costing $8,000 on land costing $2,000.
He used it continuously as a residence until 1930 when he sold it for $9,000.
Mr. Smith’s only income is his salary, $5,000, and he has deductible expenses
for taxes, etc., of $500 and exemption as a married man with no dependents.
Indicate the way in which you would prepare his federal income-tax return
for 1930 and the advice you would give him in regard to payment of the tax, if
any.
Answer:
Mr. Smith’s 1930 federal income-tax return should appear as follows:

Income
Salary......................................................................................

$5,000.00

Deductions
Taxes, etc. (detailed)............................................................

500.00

Net income..............................................................................

$4,500.00
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Computation of tax
Net income.............................................................................
Less: exemptions...................................................................

$4,500.00
3,500.00

Subject to normal tax.......................................................

$1,000.00

Normal tax, at 1½%...................................................
Earned income credit—25%.......................................
This credit is computed as 25% of the tax that
would have been paid on earned net income less
exemptions, or $1,500 ($5,000-$3,500); but as the
credit is limited to 25% of the normal tax actually
paid, and the other is larger, it need not be figured
Balance of tax............................................................

$15.00
3.75

--------$11.25

The $1,000 loss on the sale of the residence is not deductible for tax purposes
because it is not a “ loss incurred in trade or business, or incurred in any trans
action entered into for profit.”

No. 10 (10 points):
The X Company is engaged in lending money on real-estate first mortgages,
on which principal and interest are payable in monthly instalments over the
life of the mortgages. The company obtains a large part of its funds for loan
purposes by issuing “insured mortgage bonds” maturing serially. The prin
cipal sources of the company’s income are commissions on loans made and
interest on these loans. The principal expenses comprise interest on its out
standing bonds, costs of investigating loans, surety and trustees’ fees, office
expenses, and amortization of discount and expense on the “insured mortgage
bonds.”
Interest on outstanding loans and on the “insured mortgage bonds” is
regularly accrued by the company, and it takes its commission income into
earnings in full during the month in which the loans are made.
You are called upon to make an audit of the X Company in behalf of invest
ment bankers who expect to purchase an additional issue of the company’s
capital stock and offer it for sale to the public.
Assuming that your audit substantiates in all respects the technical correct
ness of the figures shown on the books, would you give an unqualified certificate
to the resulting balance-sheet? Give reasons for your answer.
Answer:
An unqualified certificate should not be attached to the described balancesheet, because of the method of taking up commission income.
This so-called commission is really additional interest deducted in advance,
similar to bank discount, and should be amortized over the life of the loans, as
discussed in number 8, above. The company’s practice results in taking up the
income before it is earned, and in overstating the net worth at any given date;
the unamortized discount should appear as a deferred credit, and not in surplus.
Furthermore, there will undoubtedly be additional expenses in the future in
connection with these loans, as well as losses on some of them, and the discount
should be deferred to cover these expenses and losses, the interest collected
being merely a return on investment.
With reference to the “insured mortgage bonds,” the amount of mortgages
(if any) deposited as collateral for these bonds should be clearly set out in the
balance-sheet.
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Institute Examination in Law
By Spencer Gordon

The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1932, have
been prepared at the request of The Journal of Accountancy. These an
swers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,
The Journal of Accountancy.

Examination

in

Commercial Law

May 13, 1932, 9 A. M. to 12:30 P. M.
An answer which does not state reasons will be considered incomplete.
practicable, give answer first and then state reasons.

Whenever

Group I
Answer all questions in this group.
No. 1 (10 points):
(a) Define the word “foreign” as used in the phrase “foreign corporation.”
Give an example of a foreign corporation.
(b)
Define and give an example of de facto corporation.
(c)
Can a corporation commit a crime? If so, give an example.
(d)
Can a corporation commit a tort? If so, give an example.
Answer:
(a) A foreign corporation with respect to a particular state or national
government is one created by or existing under the laws of any other state or
government. A corporation incorporated in New Jersey is a foreign corpora
tion in New York.
(b) A de facto corporation is an association which has not fully complied
with the legal requirements for incorporation, but which has so far complied
that it acts as a corporate body and its existence as such can not be collaterally
attacked. For example, an association which in good faith has met all other
requirements for incorporation, but has neglected to file a copy of its charter
with the county clerk as required by the statute under which it seeks to in
corporate will be held a de facto corporation if it is in fact assuming to act as a
corporate body.
(c) A corporation can commit a crime through its officers or agents. Viola
tion of the Sherman anti-trust act is an example.
(d) A corporation can commit a tort by act of its agent. For example, a
corporation has committed a tort when its truck, negligently driven by the
corporation’s employee in the course of his employment, injures a pedestrian.

No. 2 (10 points):
Jackson had obtained a judgment against Whitcomb for $4,334.08, but
before taking legal steps to collect it he gave Whitcomb a written stipulation
wherein Jackson agreed to accept in settlement of the judgment $1,000 in cash
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(payable in instalments), merchandise of the agreed value of $2,300, and an
assignment of a certain patent. Whitcomb made and Jackson accepted the
cash payments and the delivery of the merchandise but Jackson refused to
accept the assignment of the patent. Can he compel Whitcomb to pay the
balance of the judgment?
Answer:
Jackson can compel Whitcomb to pay the balance of the judgment. An
agreement to accept payment in goods does not operate as an accord and
satisfaction of the judgment until the payment has been completed, and until
such completion the agreement can be revoked at any time.

No. 3 (10 points):
A contract, signed by the seller and accepted in writing by the buyer, con
tained the following matter:
New York, Jan. 2, 1932.
To A. W. Jones Corp.,
2 Broadway, New York, N. Y.
Dear Sirs:
Herewith we confirm sale to you for the account of ourselves, through C. S.
Smith & Co.: 25 tons (each 2,240 lbs. net) Chinese Antimony Regulus, 99%, @
21¾¢ per lb., c.i.f. New York.
Shipment—Promptly from Hamburg.
Duty—For account of buyers.
Insurance—For account of sellers.
Payment—Net cash against shipping documents payable upon arrival of
steamer. No arrival, no sale, but proof of shipment to be given by sellers.
At the time this contract was signed, the goods were in transit between China
and Hamburg. The shipment arrived in Hamburg and was transshipped to
New York. The shipment reached New York within the contract time. The
invoice, receipt for freight, bills of lading, and other documents were not
forwarded by the seller to the buyer but were tendered to the buyer after the
goods had arrived. The insurance policies were issued to bearer “for account
of whom it may concern ” and were never tendered to the buyer. The bills of
lading were through bills of lading and did not contain the name of the buyer
as assignee.
(a) What does “c.i.f.” mean?
(b) Is this contract a c.i.f. contract?
Answer:
(a) “c.i.f.” in this question means that the contract price includes cost,
insurance and freight to New York, so that the insurance and freight to New
York are to be paid by the seller.
(b) No. In a c.i.f. contract, the buyer is bound to pay on presentation of
documents although the goods have not arrived, and risk of loss is on the buyer.
The above contract requires payment only on arrival, provides “no arrival, no
sale”, and consequently is not a c.i.f. contract.

No. 4 (10 points):
On January 7, 1932, Baldwin drew a bill of exchange on Clute payable
March 7, 1932, to the order of Dillingham. On January 12, 1932, Dillingham
presented the bill to Clute who refused to accept it. On the same day, Dilling
ham protested the bill for non-acceptance. On January 27, 1932, Everett, who
desired to protect Baldwin’s credit, accepted this bill.
(a) What is the technical name for this kind of acceptance?
(b) How must such an acceptance be made?
(c) Just what did Everett, by this acceptance, engage to do?
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Answer:
(a) This is known as an acceptance for honor supra protest.
(b) An acceptance for honor supra protest must be in writing and indicate
that it is an acceptance for honor, must be signed by the acceptor for honor, and
must be with the consent of the holder.
(c) Everett, by this acceptance, engaged to pay the bill according to the
terms of his acceptance on due presentment, provided it shall not have been
paid by the drawee, and provided also, that it shall have been duly presented for
payment and protested for nonpayment and notice of dishonor given to him.

No. 5 (10 points):
(a) Define and give an example of a limited partnership.
(b) May all partners in a limited partnership be limited partners?
(c) In what circumstances, if ever, can creditors hold a limited partner liable
for partnership debts?
Answer:
(a) A limited partnership is one formed under a statute permitting one or
more of the partners to limit their liability to the amount contributed to part
nership capital.
(b) The uniform limited partnership act requires that at least one partner
have general liability. However, the term “ limited partnership ” is sometimes
used to include statutory partnership associations in which all partners have
limited liability.
(c) Under the uniform limited partnership act, a creditor can hold a limited
partner who has substantially complied with the requirements for the formation
of a limited partnership liable for firm debts in the following instances:
(1) When such partner’s name unlawfully appeared in the firm name and the
creditor is without actual knowledge that he is not a general partner.
(2)
When such partner takes part in the control of the business.
(3) When the creditor has suffered loss by reliance upon false statements in
the partnership certificate, and such partner knew the falsity of such statement
when he signed it or in sufficient time before the reliance to enable him to have
it cancelled or amended.
(4) The limited partner is liable to the partnership for unpaid portions of his
contribution, and holds as trustee for the partnership money or property wrong
fully paid him on account of his contribution and specific property stated in the
certificate to be contributed but which has not been contributed or which has
been returned. He is liable to the partnership for returns of his contribution
wrongfully made to him and for those rightfully made to him which are neces
sary for the payment of creditors who were such at the time of such return.
In these circumstances unpaid creditors can recover through the partnership
the amounts for which the limited partner is liable.
(5) A limited partner is liable as a general partner to creditors who have
relied to their loss upon his representations that he was a general partner.

Group II
Answer any five questions in this group. No credit will be given for additional
answers, and if more than five answers are submitted only the first five will be
considered.

384

Institute Examination in Law
No. 6 (10 points):
(a) Define innkeeper.
(b) At common law, what right can an innkeeper exercise over goods in his
possession brought by a guest?
(c) By what technical name is the innkeeper’s right known?
(d) Can the innkeeper’s right be exercised over goods brought in by the guest
but actually belonging to some other person?
Answer:
(a) An innkeeper is the keeper of a common inn for the lodging and enter
tainment of travelers and strangers, their horses and attendants, for a reason
able compensation.
(b) At common law the innkeeper had the right to hold the effects of his
guests for the amount of reasonable charges for their keeping and entertain
ment.
(c)
This right is known as the innkeeper’s lien.
(d) In the absence of statute, this lien attaches to all property brought in by
a guest and received on the faith of the innkeeping relation, although it may
belong to a third person, provided the innkeeper does not know that it is not
the property of the guest.

No. 7 (10 points):
(a) Where did the statute of frauds originate?
(b) What were the most important provisions of it?
Answer:
(a) The statute of frauds originated in England in 1676.
(b) The most important provisions of the original statute of frauds were as
follows:
(1) Interests in realty could be created only by written instrument, signed
by the person making the same or his authorized agent.
(2) No action could be maintained to charge an executor or administrator out
of his own estate, or to charge one for the default of another, or upon any agree
ment made in consideration of marriage, or upon any contract or sale of any
interest in land, or upon any agreement not to be performed within a year, unless
such agreement upon which action was brought was made in writing and signed
by the person sought to be charged.
(3) No contract for any sale involving ten pounds or more should be good
unless consideration was given, or the buyer accepted a part of the goods so
sold, or that such contract be made in writing signed by the parties thereto.

No. 8 (10 points):
Collins, the bookkeeper and cashier for Watson, was bonded by a surety
company. On January 14, 1932, Collins in the course of his employment stole
$500 and Watson discovered this theft one week later. Watson notified the
surety company but retained Collins in his employ because of sympathy for
Collins’ family and in reliance upon Collins’ promise not to repeat the offense.
On January 30, 1932, Collins in the course of his employment stole $750. On
February 1,1932, Watson discovered this theft, discharged Collins, and notified
the surety company. For which, if either, of these losses can Watson recover
from the surety company?
Answer:
The surety is liable for the first loss, but can not be held for the second. The
continued employment of a defaulting employee after discovery of his theft
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releases his surety from liability for losses arising subsequent to such discovery
unless the surety has consented to his further employment.

No. 9 (10 points):
Hart was the captain of a ship owned by the Dailey Corporation. Contrary
to his general orders, Hart signed a bill of lading for goods which had not been
received.
(a) Can the Dailey Corporation be held liable to an innocent third person
who in good faith dealt with Hart in reliance upon the bill of lading?
(b)
Upon what principle of law is your answer based?
Answer:
(a) Assuming that the ship was in a trade where its captain ordinarily had
authority to receive goods and issue bills of lading, the Dailey Corporation is
liable to a consignee or holder of such a bill who has given value in good faith
relying on the description of the goods therein, for damages caused by non
receipt of the goods. In intrastate commerce, this liability is created by the
uniform bills of lading act, and in interstate and foreign commerce by the
Pomerene act. At common law a contrary result has generally been reached.
(b) Broadly speaking, this result is based upon principles of agency and the
doctrine of respondeat superior.

No. 10 (10 points):
Monroe was the owner of two parcels of real estate, one known as 617 Grand
Ave. and the other as 1014 Superior Ave. The former was worth $75,000 and
the latter was worth $50,000. On January 4, 1929, Monroe borrowed $30,000
from Green on a three-year note secured by a first mortgage on both parcels.
On January 11, 1929, Monroe borrowed $10,000 from Nelson on a three-year
note secured by a second mortgage on the Superior Ave. property. Upon
Monroe’s default upon the payment of his note, Green foreclosed his mortgage
on the Superior Ave. property and realized $30,000 from the foreclosure sale.
Upon the maturity of Nelson’s note, Monroe failed to pay it.
(a) Has Nelson any rights except to procure a judgment against Monroe?
(b) If Nelson has any such right, upon what principles of law is it based?

Answer:
(a) Yes. Green having satisfied his debt out of the doubly charged land,
and Nelson as junior incumbrancer having been thereby deprived of his secur
ity, equity will decree that Nelson to the extent of his security thus lost, as
against the common debtor Monroe, will be substituted to the lien of Green
against the singly charged land. Thus Nelson will be given a first lien on the
Grand avenue property to the extent of $10,000.
(b)
Marshaling of assets and subrogation.

No. 11 (10 points):
(a) Define and give an example of personal property.
(b) Define and give an example of a pledge.
(c) Is transfer of possession essential to a pledge?
(d) What in general are the remedies of a pledgee upon the pledgor’s default?
Answer:
(a) Personal property embraces all objects and rights capable of ownership
except freehold estates in land and hereditaments appertaining thereto. A
share of stock is personal property.
(b)
A pledge is a bailment of personal property as security for a debt or en
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gagement, redeemable on certain terms and with an implied power of sale on
default. The ordinary pawnshop transaction is a pledge.
(c)
Either actual or constructive delivery of the pledge is essential.
(d) Upon the pledgor’s default the pledgee may sell the pledged property
and apply proceeds to debt and may also sue the pledgor for any unpaid balance
of the debt.

No. 12 (10 points):
In 1925 the Coombe Garment Company, a Pennsylvania corporation, dis
tributed all of its assets among its stockholders and then dissolved. One
Phillips had owned one-fourth of the company’s stock and had received
$17,139.61 as his distributive dividend. In 1931, the commissioner of internal
revenue notified Phillips that he proposed to assess against and collect from him
the entire income-tax deficiency of $9,306.36 legally assessed against but un
collected from the corporation. Pennsylvania had a six-months’ statute of
limitations on suits against stockholders. Any right which the commissioner
may have had against Phillips had been kept alive by waiver. Has the com
missioner a legal right to collect from Phillips?
Answer:
The commissioner of internal revenue has the legal right to collect the entire
income tax deficiency of $9,306.36 from Phillips under section 280, revenue act
of 1926, since Phillips was a transferee of the taxpayer’s property within the
meaning of said section 280. The fact that Pennsylvania had a six months’
statute of limitations on suits against stockholders is immaterial since the
United States is not bound by state statutes of limitations unless a federal
statute provides that it shall be bound.
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CLASSIFICATION OF ASSETS
Editor, The Journal of Accountancy:

Sir: I have just read the letter of Maurice E. Peloubet which appeared in
the October issue of The Journal. In it he refers to theories which, if I remem
ber correctly, were set forth more completely in an address before the Institute
meeting at Colorado Springs in the fall of 1930. Incidentally he refers to
an article by me which appeared in the January, 1932, issue and indicates
disappointment at my general support of the present form of balance-sheet.
Because of this reference and because the theories which Mr. Peloubet so ably
argues are of a character that invites discussion, I am taking the liberty of
discussing the subject of his letter and of disagreeing with many of his views,
with the hope that still further discussion will be developed.
As I understand Mr. Peloubet, he believes that the generally accepted form
of balance-sheet presentation of the financial status of an enterprise should be
modified so as to divide the cash, accounts receivable and other circulating
assets as between those which are normal or necessarily of permanent invest
ment in a going enterprise and those which, because in excess of the normal
requirement, are available for withdrawal and distribution to the stockholders.
He maintains that the present division between fixed and current assets is
illogical and at times misleading and takes the view that such a distinction is
forced upon accountants by the insistence of the banker in looking at an enter
prise from the standpoint of liquidation rather than from the standpoint of a
going concern. As he later states that it is logical to separate assets as between
fixed and circulating—but objects to the assumption that circulating assets
do not represent capital which is just as much invested in the business as the
plant assets—I must conclude that Mr. Peloubet favors a balance-sheet in
which the primary division of assets would be between those which represent
the amount of capital necessarily invested in the business and those which were
free to be distributed to stockholders or were available for liquidation of
liabilities.
I find Mr. Peloubet’s theories most interesting but I can not agree that,
except in specific instances, they are practicable of application, nor can I sup
port his statement that the present balance-sheet division between fixed and
current assets is “thoroughly illogical.”
A balance-sheet to my mind is intended to present the financial status of an
enterprise as a going concern, reflecting the manner in which its capital has
been invested. I find the present balance-sheet practice generally satisfactory
for this purpose. To attempt to show separately those assets which are avail
able for distribution and those which are necessarily of retention would lead
to such uncertainty as to defeat its purpose. The accountant would find more
difficulty in determining which assets were necessary and which were unneces
sary in the conduct of a business than he has at present, upon occasions, in
determining which should be classed as current and which as non-current. It
would be rare that the view of the accountant and the view of the client would
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agree. The extent of cash or of outstanding accounts receivable or of invento
ries which are necessary to the conduct of a business will vary materially with
changes of price levels, credit terms, sales volume and prospective conditions.
In this period of depressed prices and contracted volume there are many enter
prises which have a clear surplus of circulating assets which, if present condi
tions were to continue, would be susceptible of distribution to the stockholders,
but as the depression passes and sales volume and price levels increase these
apparently surplus funds will gradually become required again. The propor
tion of circulating assets which should be financed by current debt varies with
different classes of business and is frequently a matter of administrative policy.
Would the accountant be justified in insisting that a portion of a cash balance
be ear-marked as available for distribution merely because the ratio of working
assets over current liabilities was excessive in his opinion? I think not. There
are many instances, of course, where the existence of assets which are not or will
not normally be required by the business is clearly evident and in such cases
there could be no objection to their separate exhibition.
It is fundamental, I think, that all capital which is essential to the operation
of a business is invested in two things—one, those facilities necessary to the
conduct of the business or fixed properties and, second, that property in which,
as opposed to with which, the enterprise deals, which (items such as cash,
accounts receivable and inventories) is necessary to the circulation essential
to the operating cycle. These two characters of assets, fixed and circulating,
or fixed and working, I believe are wholly appropriate for segregation. To my
mind, and I again refer to my article in the January Journal, the terms current
assets and working assets should practically be synonymous, and if this view is
taken, then the comparison between current assets and current liabilities will
develop the amount of the capital of the enterprise which is invested in operat
ing net assets and the amount invested in fixed properties. I agree that cur
rent assets, because of the insistence of bankers, frequently include items which
should be excluded, because, while realizable, they do not represent circulating
property, and on the other hand that bankers have caused the exclusion from
the caption of several items which should be included because, while admittedly
without immediate liquidation value, they represent circulating property and
are actually realizable through a continuance of operations.
It is not the purpose of a balance-sheet to inform the stockholder of the
amount which he might expect from liquidation nor of the amount which
he may argue should be distributed. The first is not contemplated and the
second is a matter of administrative policy. It is not even intended, except
in rare instances, to inform him what his stock is intrinsically worth. It is
intended, to my mind, to inform him of the manner in which the capital of the
enterprise has been invested so that he may use such information combined
with other factors in reaching an opinion of the financial stability and prospec
tive income and dividend capacity of the enterprise. An important factor in
such a determination is the proportion of the total capital which is invested
in net working assets (working capital) and the proportion of the total working
assets financed through current debt. To exhibit this information, the present
form of balance-sheet, with some modifications which I have suggested, seems
to me wholly satisfactory, although I again record my agreement with the
thought that assets, be they current or fixed, which are clearly surplus for pres-
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ent or prospective requirements of the business, may with propriety, and some
times should be, separately classified.
I question whether the present form of balance-sheet has been forced upon
accountants because of the tendency of bankers to value an enterprise upon a
liquidation rather than a going-concern basis. I do think certain of our prac
tices with respect to what should and should not be included in current assets
have been created by the insistence of bankers and that many of such practices
are not sound. Surrender value of life-insurance policies is certainly not a
circulating asset and the value is not realizable without the loss of something
to the business, but nevertheless bankers will strongly argue that such value
is a current asset because immediately realizable. The same theory would
justify the inclusion within current assets of a portion of the plant value because
it represented the amount that could be quickly realized through mortgage.
On the other hand prepaid rent is clearly realizable through current operations
and its proper position as a circulating or current asset should be clear, not
withstanding that it is not available for the immediate liquidation of a cred
itor’s account.
While I can not subscribe to much that Mr. Peloubet advances, I neverthe
less believe that in presenting such theories for discussion he is making a real
contribution to accountancy. It is only by discussion of such subjects that
we advance.
Faithfully yours,
Anson Herrick.
San Francisco, October 11, 1932.
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DUTIES OF THE SENIOR ACCOUNTANT, by F. W. Thornton, American
Institute Publishing Co., Inc., New York. 103 pages.
Mr. Thornton, drawing from his rich store of experience, has prepared in 91
compact pages a valuable guide for senior accountants and, for that matter,
practising accountants, too. Small in bulk but charged with shrewd observa
tion and instructive comment, Duties of the Senior Accountant is compulsory
reading for all accountants who desire a clear understanding—the basis of all
effective effort—of the duties they are expected to perform.
The book “is not intended to instruct anyone in accountancy” but it does
promote intelligent inquiry into practical procedures as it charts the course.
Perhaps there are one or two features as to which there may not be complete
agreement. For example, it seems rather doubtful whether the senior account
ant is, or should be, so fully responsible for the scope of the work on the engage
ment to which he is assigned, nor does it seem that, as a usual procedure, his
responsibilities properly extend to the typed report and the arrangements for
its delivery.
Again, the senior as a rule collaborates in drafting the certificate but in most
cases, it is thought, either the principal or managing accountant normally
assumes that responsibility.
Further, while there is some hesitancy in raising any issue on so explosive a
topic as inventory verification, it would seem that an auditor’s limitations are
rather over-stressed, even though it is recognized that an auditor is not an
appraiser.
Duties of the Senior Accountant may well be expected to rival in interest and
demand its junior predecessor.
James Hall.
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

DEPRECIATION OF HOSPITAL BUILDINGS AND EQUIPMENT

Question: A sectarian hospital which dispenses service to both pay and free
patients, makes an annual charge of $50,000 against operating income for
physical wear and tear on its buildings and equipment. All ordinary repairs,
likewise, are charged against income. The buildings and equipment, which
cost $2,000,000 to acquire, were paid for through gifts received.
The hospital looks to the income from an endowment fund, the community
fund allotment and sundry donors to make good its annual deficit from opera
tions.
Is the depreciation charge a proper one? If the answer is affirmative, a
discussion of the function and place of the credit side of the journal entry is
requested.
Answer: The theory under which depreciation of capital assets is charged
against operating income is that as those assets are worn out in operation their
cost should be recouped from the proceeds of the sales of the product resulting
from the operations. This is accomplished by adding a proportionate part of
the cost of the capital (represented by the charge for depreciation) to the
expenses incurred in production, which are represented by more or less direct
outlays, such as labor, material, supplies, maintenance, service, etc. After
adding another amount to represent the cost of selling and administration
expenses and the profit, the aggregate is the sum at which the product must be
sold to return to the manufacturer not only the expenses for which a cash out
lay must be made, but also profit and a sum which, if set aside, would be avail
able for the replacement of the capital assets as they became worn out.
Under the theory that the depreciation charge is intended to recoup the
capital expenditure, depreciation seems to have no place in the accounts of your
inquirer because the capital assets were acquired by gift. Indeed, if it is
expected that other gifts will be available or will be sought with which to
replace the equipment as it wears out, then depreciation should not be charged
against operating income.
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You state that the hospital looks to the income from certain funds from
sundry donors to make good its annual deficit from operations. If the donors
are only making good the excess of cash outlays over the income from opera
tions, they are not making good the entire deficit from operations after charging
depreciation as shown by the books. Therefore, there is no reasonable basis
for expecting that the reserve for depreciation will ever be represented by cash
available to replace equipment and the charge for depreciation is not only
theoretically wrong, as stated above, but is also of no practical use.
However, if the deficit shown by the operating statement to which deprecia
tion has been charged, is actually being made good by your donors, then your
institution is in the very happy position of accumulating each year $50,000,
which should be deposited in a special bank account or otherwise invested and
be available for the replacement of equipment as it is worn out in service. If
this is being done, we assume that the donors are fully informed as to the means
by which the ever-increasing amount in the special fund or the investment has
been accumulated. In these circumstances the charge for depreciation while
not supported by the theory of accounting is practically correct.
The amounts on the credit side of a balance-sheet, liabilities, reserves, capital
and surplus, represent the several sources from which the items on the asset
side were derived. Thus, accounts payable were incurred to acquire materials
and services with which the institute itself renders its service. The reserve for
depreciation is the measure of the amount that has been added to the costs
represented by direct outlays to recoup the cost of equipment. Surplus (of a
private corporation) represents the amount further added to arrive at a reason
able selling price or value of the product sold or of the service rendered.
Furthermore these accounts on the credit side of the balance-sheet represent
the channels through which the assets of the enterprise will ultimately be
distributed. Accounts payable will be liquidated. Surplus (in the case of a
private corporation) it is hoped will be distributed to the stockholders. The
reserve for depreciation represents the amount that it is expected will ulti
mately be expended in replacing equipment, etc.

DONATION BONDS ON MUNICIPAL BALANCE-SHEET

Question: In audits of municipalities in southern California, the question
has been raised as to the proper method of reflecting on the municipal balancesheet the issue of general city bonds of $100,000, the proceeds of which are to be
used as a donation to the university of California, southern branch, for the
purpose of procuring land for the erection of the buildings at Westwood.
These bonds, of course, stand as a general obligation on the municipality in
question and, together with accrued interest, should be reflected in the munici
pal balance-sheet until full redemption has been made.
The point at issue is the setting up of the tenable interest of the municipality
in the university site, as such donation of $100,000 was predicated upon the
reversion of either the $100,000 or a divisional interest in the university site, if
such site is ever alienated from its present use. It has been contended that
the $100,000 should be charged off against the accumulated excess revenue over
expenses resulting from prior years’ operations of the general city funds, thus
disappearing from the balance-sheet except for the unmatured and unredeemed
bonds outstanding, together with interest on them.
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It is my opinion that the $100,000 should be charged to an account for real
estate purchased—university site, and deducted in setting up a balance-sheet
from the total surplus account of the municipality. There is no fund balancesheet in this case. I believe that it is preferable to have the $100,000 so
donated appear both in the accounts and in the balance-sheet for the follow
ing reasons:
First: That the expenditure of funds provided through the $100,000 bond
issue is properly accounted for on the balance-sheet without further explanation.
Second: That the reversional interest may not be lost sight of even after
the bonds have been redeemed in full.
I would appreciate your opinion as to the proper method of accounting for
this donation of $100,000, the expenditure being primarily in the nature of a
purchase of goodwill, the bond issue being authorized primarily to assist in
providing university facilities adjacent to the municipality in question for its
citizens.
Answer: It would be our opinion that the reversionary interest in the
university site would have so contingent a value and little prospect of realiza
tion that it should not be carried as an asset. Your inquirer refers to the use
of the proceeds of the $100,000 city bond issue as a “donation,” which would
seem to confirm the thought expressed above.
The procedure suggested in the third paragraph of your inquirer's letter
would serve the purpose of keeping a record of the donation, though at the
same time giving it in effect the treatment referred to in the second sentence of
the preceding paragraph, i.e., to charge the $100,000 donation against the
surplus in the city general fund.

OVERHEAD EXPENSE OF ACCOUNTANT’S OFFICE

Question: What is the average overhead expense of an accounting office of
the small firm or individual practitioner type, stated in its percentage relation
ship to gross annual fees. By overhead expenses I mean all expenses other than
direct salaries of staff employed on engagements and partners’ or principal
salaries.
My classification of expenses against which I would like to have the compari
son includes the following:
Staff traveling expenses, stenographers’ and typists’ salaries, office rent,
stationery, postage, telephone, staff and office supplies, water, light and towels,
repairs to equipment and depreciation on equipment.
Answer: I would advise you that the following figures represent a yearly
average based on the years 1930-1929-1928-1927 and are taken from the
income-tax returns:

2,042 man days of staff—yearly average.........................
Time of principal charged to clients...............................

$48,721.00
8,050.00

Gross fees.......................................................................

$56,771.00

Clerical help other than staff............................................
Rent of office........................................................................

$ 3,100.00
2,780.00
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Telephone..............................................................................
Stationery and printing......................................................
Tax and law service............................................................
Books and periodicals.........................................................
Dues—professional societies..............................................
Dues—clubs.........................................................................
Entertainment.....................................................................
Carfare and traveling.........................................................
Legal fees..............................................................................
City and state taxes............................................................

$266.85
433.59
100.00
56.50
125.00
600.00
502.66
1,559.46
86.52
33.25

$ 9,643.83
Expenses other than staff salaries amount to approximately 17 per cent of
gross fees.
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Basic Standard Costs
By Eric A. Camman
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The author is well known by students of cost accounting and his experience covers an
extraordinarily wide range of industry.

The volume consists of 249 pages, 6" x 9", and contains important graphic illustra
tions of the application of the principles of standard costs in various industries. The
book is bound in the familiar style of the American Institute Publishing Company
and the price is $3.50 delivered in the United States.

Orders may be sent to:

THE AMERICAN INSTITUTE PUBLISHING CO., INC.
135 Cedar Street, New York
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ume has been written by F. W. Thornton and is now
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“Duties of the Senior Accountant.” There have been
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national accounting firm. At present auditor of large statewide
corporation. Full details given and credentials submitted in
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The present book is as brief as it could possibly be
maae. The author felt, no doubt, that in a book of this

kind there was no room for unnecessary verbiage. He

felt that it was his pleasure and duty to tell in a very
few words his opinion of what should be done. Those

who are familiar with Mr. Thornton’s style will remem
ber that he does not waste words. Here is a brief,
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